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PREFACE 


In starting this book I had intended to write something 
thoroughly elementary, on a level with my Income^ an Intro- 
duction to Economics. As thitigs have turned out, portions, 
particularly some of the chapters {e.g. Chapter VI) of 
Part n, are substantially harder than anything to be found 
there. The book is still an ‘ introduction * in the sense that 
my larger works are not, but it is an introduction only 
suitable for students and other persons prepared to make 
some intellectual effort. Moreover, the book is general 
and academic in character. It is not a discussion of current 
problems. Some readers confronted with it can hardly fail 
to “ regret that the writer has thrown little light, or at 
all events little direct light, on the grave economic diffi- 
culties with which our country is at present confronted '' 
— or some other such cliche. Alas, I must leave them to their 
regret. An author is entitled to choose in his own topics, 
and potential r^ade^'s who prefer other topics have a very 
simple remedy. I have to thank Professor D. H. Robert- 
son, who very kindly read an early draft of the book in 
typescript and helped me with a number of valuable 
comments. 

A. C. P. 


King's College, Cambridge 
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CHAPTER I 


THE DEFINITION OF MONEY 

In the heyday of the gold standard an ordinary English- 
man, if asked to define a pound sterling, would have 
pointed to a sovereign, said that that was a pound sterling, 
and stopped there. Now he would be more hesitant. 
There are no sovereigns to be pointed at- We might, 
perhaps, be inclined to say : “ Very well then, a pound 
note is a pound sterling But, looking at the note, we 
read, “ Bank of England promise to pay the Bearer on 
demand the sum of one pound The note cannot then 
itself be a pound sterling. Is the old sovereign ? If this 
were so, then, in order to discharge a debt of ;fioo con- 
tracted at no matter what date, the debtor would need 
to hand over the gold content, or the value of the gold 
content, of loo pre-war sovereigns ; he could not clear 
himself by handing over loo one-pound notes, which, of 
course, are now worth v^ry much less than that. But in 
fact he can clear himself under English law by handing 
over loo one-pound notes. It follows that a pound 
sterling is not a pre-^yar sovereign, and we have seen that 
it cannot be a one-pound note. What then precisely 
is it ? 

A pound sterling is not a thing at all. It is a name 
handed down in history. It is open to the government to 
proclaim at any time that a coin constituted in such-and- 
such a way, or a paper note on which such-and-such a 
device is printed — or, if it should so choose, a peach or 
a strawberry — is equivalent to a pound sterling ; so that 
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debts falling due, that were contracted in terms of sterling, 
are legally acquitted by a transfer fronl debtor to creditor 
of the appropriate number of these things. If presenriy 
the government chooses to proclaim something else equiva- 
lent to a pound sterling, debts contracted in sterling, that 
fall due after this second prcklamation, are then legally 
discharged by transfers of the ‘appropriate number of 
units of this something els#. 

This is an extremely important principle. It entails 
that, when a government devalues its country’s currency, 
it at the same time devalues in an equal proportion its 
own and everybody else’s debts ; whereas, if the opposite 
principle ruled, debtors, including the government itself, 
would get no relief. It has sometimes happened that, 
when devaluations have followed upon catastrophic 
depreciation, arrangements have been made to mitigate 
the losses of private creditors by writing up their claims 
in terms of the devalued money to some small extent. 
Even so, however, creditors are sure to suffer substantial 
damage for the benefit of debtors. I shall not go further 
into this matter. For we are interested here in the main, 
not in monetary catastrophes, but in thj normal working 
of monetary systems over periods in respect of which the 
government’s decision as to what physical entities shall 
be regarded as equivalent to a pound sterling — or other 
monetary unit — remains unchanged. For such periods 
the fact that this or that quantity of coined gold or a 
paper note inscribed in this or that way is not in itself a 
pound sterling, but only, in accordance with a current 
government proclamation, treated as equivalent to it, 
though legally interesting, is of no practical significance. 
Practically speaking, for such periods these things are 
pounds sterling ; and henceforward I shall regard them 
as such. With this understanding, we have to frame for 
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ourselves a definition or description of the things that we 
wish to count as belonging to the money system of the 
country. 

Here a preliminary word is appropriate. It is incum- 
bent on economists to construct their definitions in a way 
that is not violently discordant with common practice and 
at the same, time, in order to avoid ambiguity, in one 
more precise and more unifornf' over different parts of the 
argument than is usual with such practice. These broad 
requirements leave considerable scope for choice and it 
would be idle to claim that this reasonably plausible 
definition is right and that wrong. Often, indeed, it may 
be impossible to decide even that this is more convenient 
than that ; for the one may be more convenient for some 
purposes, the other for others. 

It has always been agreed that, in order for anything 
to be classed as money, it must be accepted fairly widely 
as an instrument of exchange ; which means that a good 
number of people are ready to accept it in payment for 
goods and services provided by them, confidently expecting 
that they in turn will be able to use it without troublesome 
delay or formality in purchasing goods or services from 
other people. This obviously rules out such things as 
houses, or elephants, or suits of clothes, or quickly perish- 
able things like cakes or strawberries. But it does not 
rule out Bearer bonds or, in appropriate circumstances, 
cowrie shells or cigarettes. If in any society such things 
as these are widely used as media for exchange and 
recognised as such, they are eligible to be classed as money. 
But to decide which of them in any given set of conditions 
we should in fact so class is a delicate problem. 

I shall not try to tackle this problem in a general way 
or to enter into legal subtleties after the manner of Knapp 
in his State Theory of Money, For our present purpose 
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attention may be confined to modern communities, with 
special reference to this country. Broadly then we may 
say, in close agreement with common usage, that mon’fey 
consists of two divisions, current money and bank money. 
Current money (currency) for this country is substantially 
equivalent to all money the delivery of which is treated 
by the courts, in respect of some* quantities and for some 
purposes, as a final discharge of obligations expressed in 
money, whether to the State or to private persons. Thus 
it includes gold coins, token coins and Bank of England 
notes, the distinction, which at one time existed, between 
currency notes, as obligations of the Treasury, and these 
notes having now disappeared. Bank money consists of 
bank balances — the distinction between balances on cur- 
rent and on deposit account is more formal than real — 
plus overdraft facilities. The notes of banks other than 
the Central Bank might be classed under either of these 
two heads, convenience favouring the former, logic per- 
haps the latter. But these notes now play so small a part 
in our monetary system that we need not trouble about 
them. Cheques, of course, from this point of view, are 
not money; they are tickets used fgr arranging the 
transfer of money from one person to another. Nor are 
postal orders, bills of exchange. Treasury bills or Bearer 
bonds of any kind money. 

Within each of our two divisions money in existence 
must be distinguished from money in circulation. This 
latter includes that part of money in existence which is held 
outside the banking system, whether by private persons, 
public authorities (including the Post Office Savings 
Bank) or any other institution. Thus bank notes held 
inside the Bank of England or in the tills of the com- 
mercial banks are not money in circulation, nor are 
balances held by one commercial bank in another or in 
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the Bank of England. It is thus evident that the stock 
of money in circulation will be enlarged if already existing 
ciTrrency held inside the banking system is passed into 
circulation no less than if new currency is created and so 
passed — provided, of course, that the stock of bank 
money in circulation is unaltered. If currency is passed 
into circulation by a man drawing out loo pound notes 
against a cheque, the payment of which reduces by an 
equal amount bank money in circulation, aggregate 
money, 'i,e. currency plus bank money, in circulation is 
not affected. 



CHAPTER II 


CURRENCY AND BANK MONEY 
IN GREAT BRITAIN 

Different countries have, of course, different monetary 
structures. It would be a lengthy and not very profitable 
task to describe all of these. I shall concentrate attention 
upon the British system. As we saw in the last chapter, 
the stock of money is made up of two parts, currency and 
bank money. These two parts are sharply distinguished 
from one another. It is important, however, to realise 
that the quantities in which they respectively circulate 
are not independent. In this country they are intimately 
linked together by two facts. First, persons and institu- 
tions outside the banks find it convenient in given circum- 
stances to maintain some fairly definite proportion 
between their holdings of currency and of bank money. 
What this proportion is depends partly^ on how large a 
share of the money income of the country accrues to 
people who keep banking accounts. People without such 
accounts — and this includes practically all weekly wage- 
earners — necessarily hold the whole of their stock of 
money in currency. Moreover, people who have to make 
payments to them have, in general, to use cash for doing 
this. Partly again it depends on how far those people 
who do keep banking accounts are accustomed to pay 
their accounts with shops periodically on monthly bills 
(or advance deposits) or over the counter ; in the former 
case payment will generally be made by the transfer of 
balances through cheques, in the latter with currency. 

8 
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What is customary in these matters depends on a number 
^ factors. The 'development of branch banking, for 
example, was intended to, and did, lead to a substantial 
increase in the number of people who kept banking 
accounts. Hence the proportion in which people desire 
to hold currency and bank balances is by no means a 
constant one. Still at* any given time it is settled by 
influences of the sort just set ^ut. Secondly, the banks 
are under a legal obligation to convert balances on current 
account * — and practically they usually treat balances on 
deposit account in the sam^ way — into cash on demand ; 
while they will, of course, always convert cash into balances. 
This entails that the proportion in which people desire 
to hold their money in the form of currency and of balances 
respectively is also the proportion in which they actually 
do hold it in these two forms. When some accident brings 
about a change in the quantity of money of either sort in 
circulation a little time will, indeed, elapse before the 
customary proportion reasserts itself ; but, so long as the 
dominant influences governing that proportion are un- 
altered, it is not likely that the time-lag will be long.* 

In theory it might quite well happen that changes in 
the quantity of monev in circulation were initiated from 
the side of currency. Thus a government, wishful to 
purchase more services and goods than usual, might have 
notes printed and ifce them to buy what it wanted in 
the market. But in practice, so far as this country is 
concerned, that is never done. The initiative always 

> The excess of the proportions in which currency, as compared with bank 
deposits, increased during each of the two world wars does not really throw 
doubt on this general relationship. It was to be expected that in periods of 
such large disturbance, with available income (after the payment of taxes) 
shifted markedly in favour of persons not likely to have banking accounts, 
the proportion of money held by the public in notes, as against balances,' 
would ht substantially increased. 

B 
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comes from the side of bank money, not from the side of 
currency, in circulation. Even under the gold standard this 
was so ; for the gold that entered the Bank of England 
through sales of bullion only passed into circulation (or 
allowed notes to pass into circulation) after it had led to 
enlarged bank balances. Under the arrangements now 
ruling the same thing is true. Additions to the stock of 
notes in circulation are alvays consequential upon addi- 
tions to the stock of bank balances in circulation. 

When the stock of bank money in circulation is 
expanded the tendency towards holding a given propor- 
tion between currency in circulation and bank money in 
circulation will manifest itself in currency so far held 
inside the banking system being drawn into circulation. 
If the quantity of currency in existence is given, this can 
only be accomplished either through a reduction in the 
cash held by bankers in their tills or by their exchanging 
some of their balances at the Bank of England against 
notes held there and paying out to the public the notes so 
obtained. In either case their ‘ cash and balances at the 
Bank of England ’ and the balanced of the public with them 
are reduced by equal absolute amounts. This implies that 
the proportion of their ‘ cash and balances at the Bank 
of England * to the balances held with them is reduced. 
In this country, however, convention is strongly opposed 
to any substantial variation in this proportion. Con- 
sequently, if the stock of currency in existence is fixed, 
the banks will be under pressure to prevent — whether by 
raising money rates, by applying severer tests of credit 
worthiness or otherwise — the stock of bank money in 
circulation from expanding by more than a certain 
amount. The extent of this pressure appears, if we judge 
from published statistics, to be very great. The clearing 
banks’ proportion of cash and balances at the Bank of 
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England to deposits have seemingly been held rigid at 
lo per cent for long periods together. This rigidity has, 
indeed, been largely a matter of window dressing, the true 
proportion having varied much more than the apparent 
one.* Still pressure has been real and persistent. If, 
however, the stock of currency in existence can be increased, 
the banks . are under nonsuch pressure. Large expansions 
under our present monetary •arrangements thus entail 
willingness on the part of the government, whether acting 
through the Treasury or the Bank of England, to allow 
large increases in the stock of currency in existence. In 
the two world wars our government allowed this to any 
extent that might be necessary to sustain the great expan- 
sion in bank balances (in circulation) that was required 
to finance war expenditure. 

So far of expansions in the stock of money in circula- 
tion — variations upwards. What of variations down- 
wards ? Under the gold standard, apart from possible 
withdrawals for use in the arts* the stock of currency in 
existence could only be reduced through gold being 
drained abroad. In this way temporary fluctuations might 
happen ; but, while the world’s gold mines continue to 
work, there must obvi<.usly be a general trend towards an 
increase in the stock of currency in existence in any gold- 
standard country ; and, apart from special restrictive 

* The window-dressing appearance of a highly stable proportion “ has 
been achieved either by arranging holdings of short time governed debt to 
mature on the make-up date, while postponing replacements until the follow- 
ing day, or by calling in short term loans granted to the money market. 
But in either case the effect has been the same ; most of the difference 
between true bank cash and cash shown in the published statement has had 
to be created by the Bank of England. . , . Thus the true cash ratio has 
at times dropped to a little over 7 per cent (Economist^ September 7, 

PP* 384-5). There is reason to believe that some modification of these 
practices is now taking place. The conventional figure seems to be becoming^ 
set at about 8 per cent. 



12 


MONEY 


PT. I 


measures, the stock in circulation might be expected to 
grow more or less in proportion ,to the stock in existence. 
Bank money too, apart from changes in conventions about 
reserves, might be expected to move upwards along with 
currency ; so that, on the average and in the long run, 
the total stock of money in circulation here would expand 
with the unearthing of the world’s gold content ; the 
degree of expansion being<;»limited by the physical condi- 
tions of gold mining. There would thus be no (continuing) 
variation downward. 

Under a pure paper currency it might be thought at 
first glance that notes once in existence, except for loss 
and wear and tear, would be as permanent as gold. But 
this is not so. Under the rules prevailing in this country 
a paper note that enters the Bank of England by that act 
commits suicide. It can never be reissued, but is destroyed. 
This, however, is a secondary matter. Notes will not 
re-enter the Bank of England in the ordinary course unless 
there is a net repayment of loans that have been made by 
banks to the public or to public authorities. Unless a 
deliberate policy of deflation is adopted, taxes or loans 
being raised from the public and used to cancel debts to 
the banks, there will not be such a net repayment. For, 
many wage rates and salaries having adapted themselves 
to the increased stock of money in circulation, there will 
be no reason, on the average of good and bad times, for 
the public (as distinguished from the government) to try 
to repay them. In fact the expansion in bank deposits 
and also in currency, which took place during the course 
of the first world war, was not cancelled subsequently; 
nor is there any likelihood that the expansion associated 
with the second war will fare differently. Contractions in 
money income may, indeed, easily occur — witness in- 
dustrial depressions generally and, in particular, the great 
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slump of the earlv 1900’s. But they are almost always 
and almost entirely brought about by way of reductions 
ift the frequency with which the representative unit of 
circulating money appears as money income, that is to say, 
in its income velocity, not by contractions in the stock of 
money in circulation. 



CHAPTER III 


THE MEANING OF INFLATION 

In this book I shall use the term inflation, not, as is some- 
times done, in relation to the stock of money or of cur- 
rency in existence or in circulation, but in relation to the 
size of a country’s aggregate money income. This money 
income is liable from time to time to expand or contract. 
We might, if we chose, use inflation to mean an expansion 
and deflation to mean a contraction of it. But that would 
be a waste of words. I shall say that inflation is taking 
place when money income is expanding relatively to the 
output of work — not the output of goods and services 
(real income) — by productive agents, for which it is the 
payment ; and that in opposite conditions deflation is 
taking place. Thus there is no inflation when an expan- 
sion of money income is associated, whether as conse- 
quence or as cause, with an equi-proportionate expansion 
in the quantity of productive resources at work. Nor does 
it matter whether the extra work comes from an increase 
in these resources or from the employment of a larger 
proportion of those that already exist 

According to this definition inflation may be taking 
place even though money income is contracting, provided 
that output of work by men and machines is contracting 
in a larger proportion. This is out of line with common 
speech, which always, in a vague way, associates infla- 
tion with expansion. To that extent my definition 
has a paradoxical sound. In periods of full-scale war 
inflation of a non-expansionary type does not occur. For 

14 
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such times, therefore, the fact that it is included in the 
above definition dbes not much matter. But in times of 
peace it creates an awkwardness. 

Further, on that definition inflation occurs when money 
income expands more than in proportion to the work of 
productive agents, not when it expands more than in 
proportion, to the reaf income of services and goods 
passing to the final buyer, f^ence, when the volume of 
resources employed is given, inflation is necessarily 
associated with a rise in the rates of pay to productive 
agents, but not necessarily with a rise in the prices of 
services and goods received by final buyers^ If, through 
technical improvements and so on, the productivity of 
these agents is increasing fast enough, inflation may be 
taking place even though prices are falling. In the same 
way, if the productivity of these agents is declining fast 
enough, deflation may be taking place in company with 
rising prices. Thus again, from the standpoint of common 
usage, my definition is paradoxital. Once more in periods 
of full-scale war the paradox does not matter, because 
it is practically certain that productive efficiency will not, 
in fact, increase fast enough to make prices fall ; but for 
times of peace it does. 

In spite of these paradoxes I am inclined to hold to 
my definition. When, however, we attempt to measure 
inflation so defined, #we cannot hope for more than a very 
partial success. Money income being a single homo- 
geneous thing, the proportion in which the quantity of it 
varies between any two years is, indeed, unambiguous — 
so much per cent ; and, though, of course, there may be 
practical difficulties in the way, it is in principle susceptible 
of precise measurement. But productive agents are not 
homogeneous ; there are a variety of different sorts of 
agent. Unless, therefore, by a miracle, the outputs of work 
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by all of them (roughly the quantity of hours* work done 
by all of them) vary in the same propbrtion, the propor- 
tion in which the work of these agents as a whole varies is 
not an unambiguous physical magnitude. Attempts to 
measure variations in it, and, therefore, also in inflation 
as here defined, are thus subject to the same difficulty 
that, as we shall find in Chapter TX, hinders the measure- 
ment of the purchasing po^ver of a pound or of aggregate 
money income. There is, however, a partial way out. On 
the assumption that the other factors at work have varied 
in quantity in the same proportion as the number of wage- 
earners employed, inflation in my sense as between two 
periods will be correctly measured by 

money income in year 2 employment in year 2 

money income in year i * employment in year I 

For this purpose, the proportionate changes in employ- 
ment must be so reckoned as to allow for changes in the 
hours of work, i,e, by the proportionate change in employ- 
ment as ordinarily reckoned multiplied by the proportionate 
change in the length of the working day. Allowance 
ought also to be made for any variations that may have 
taken place in the work power of the average worker 
consequent either on improvements in nutrition or in 
training or on shifts in the proportion of women and 
children in the labour force. What allowance should be 
made under these heads between given dates can only be 
settled by that kind of guesswork which is usually called 
* judgement *. In actual life, in respect of short-period 
fluctuations, it is probable that the quantity of labour at 
work varies more than the quantity of capital equipment, 
but over a long period in current conditions the quantity 
of equipment almost certainly rises faster. Therefore, 
the above measure of inflation probably under-estimates 
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the amount of it for short-run and over-estimates it for 
long-run expansiohs. Dpring a short period of full-scale 
war the quantities of labour and of equipment at work are 
probably both nearly stationary ; so that our measure 

, ^ money income of year 2 ^ , - 

reduces to . Over the course of 

money income of year i 

such a period variations in the average rate 
of money wages for persons of a given degree of skill 
working for a given length of working day would not give 
bad measure of inflation and deflation in the senses in 
which I use those terms. 



CHAPTER IV 


MONEY, A VEIL ? 

In the years preceding the first world war there were in 
common use among economists a number of metaphors, 
all of a like general tendency, about the role of money. 
‘ Money is a wrapper in which goods come to you * ; 
* money is the garment draped round the body of economic 
life ' ; ‘ money is a veil behind which the action of real 
economic forces is concealed The mercantilists, it was 
said, in their blindness, mistook money for wealth ; we 
must not do that. We must strip off the garment, tear 
away the veil, look through the thing to the thing sig- 
nified. Nor was this merely precept. In one important 
department of economics at least, international trade, 
analysis was conducted in terms of linen bartered against 
cloth, or bales of exports against bales of imports, money 
being brought in only after the main work was done. 
J. S. Nicholson did, indeed, try to get at things from the 
opposite end, but the old way — Ricardo^s way — was 
dominant. In the first world war, Lloyd George’s silver 
bullets notwithstanding, man-power, i’ equipment and or- 
ganisation became more and more, and money less and 
less, central in economic thought. With the violent dis- 
turbances in prices and exchange rates throughout the 
world in the earlier years of peace, the enforced abandon- 
ment of the gold standard by this country in 1905, and 
the great slump of the early 1900’s, money, the passive 
veil, took on the appearance of an active and evil genius ; 
the garment became a Nessus shirt ; the wrapper a thing 

18 
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liable to explode. Money, in short, after being little or 
nothing, was nov!^ everything; liquidity preference and 
the balance of money payments the small change of eco- 
nomic discussion. Then, with the second world war, the 
tune changed again. Man-power, equipment and organisa- 
tion once more came into their own. The r61e of money 
dwindled to. insignificance. It was now not even a veil, 
but, in the language of a notninimportant politician, no 
better than a * meaningless symbol *. 

To laymen these variations of language and emphasis 
may seem discreditable to economists and, if I may so 
describe the general body of politicians • and political 
publicists, near-economists. But that is hardly fair. For 
in truth the part played by money is much more im- 
portant in some situations than it is in others, and it is 
natural that in these different situations current economic 
analysis should be focussed, and its emphasis adjusted, 
accordingly. It is not discreditable to doctors and nurses 
that their customary language, the tone of their thought 
and the proportions of their emphasis differ in periods 
dominated by different types of epidemic or endemic 
disease. There is no call, therefore, for an apology. But 
there is a call for some attempt to co-ordinate our ideas 
on these matters and see things in the round. 

In the deepest sense economic reality comprises states 
of mind — the satisfactions and dissatisfactions of human 
beings — and nothing else. Battleships, tomatoes, con- 
certs, are in themselves of no significance whatever. 
What is significant about them is the fact that people 
directly or indirectly get enjoyment or other sorts of 
satisfaction out of them and suffer, or may suffer, dis- 
enjoyment or dissatisfaction in the process of producing 
them. States of mind are the things in which economists 
are ultimately interested. But the main part of their 
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work does not penetrate to these depths. It is concerned 
with a subordinate reality ancillary to the ultimate one, 
material goods and immaterial services, the ‘ necessarians 
and conveniences of life ', as they are on the one hand 
consumed or held, on the other produced : and in the 
stocks of labour-power, capital and natural resources, out 
of which production flows. This* complex whole and the 
movements of its interrelated parts constitute the reality 
that economists have in mind when they distinguish, as 
they often do, between ‘ real ' and monetary facts and 
processes. 

To every community there are available at any time 
certain resources provided by Nature, which the classical 
economists compendiously called Land ; a certain accumu- 
lation of objects made by man, with the help perhaps 
of other like objects, called Capital ; and a certain 
population of men, women and children endowed with 
various types of skill. Out of this population the workers, 
brain workers and hand workers together, or rather those 
of them who are at the time employed, co-operate with 
Land and Capital to produce a great variety of goods and 
direct services, including, as a rule, some net addition to 
the stock of capital. This inventory of objects is commonly 
called the community’s ‘ real income *. If the community 
is in contact with other communities a part of the process 
of production may be indirect, our community producing 
one set of things to be exchanged with other communities 
for another set, which then enters, while the things 
exchanged away do not enter, into its real income. All 
the things entering into that real income are distributed 
among the members of our community in one way or 
another. The amount of work that people do, the way in 
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goods and among the various kinds of each, the amount 
and kinds of the ^oods jnd services that result, and the 
variations in all these elements that take place from time 
to time, are for the economist the essential things and the 
primary object of his study. 

One aspect of this reality can be displayed by way of 
an instantaneous photograph. In such a photograph no 
indication will appear of any pg^ocess of movement. The 
picture will comprise, not flows at all, only stocks. Thus 
there will be seen, in part rooted to the ground, such-and- 
such a physical equipment- of fixed capital, including 
houses, such-and-such stocks of raw materials, of partly 
grown crops and partly manufactured goods, standing in 
what has been called the machine of process ; such-and- 
such stocks of physically finished goods standing in what 
we may call the machine of distribution, i.e, in the hands 
of wholesalers, transporting agents and retail dealers ; 
such-and-such stocks of completed goods, including 
motor-cars and other forms of consumer’s capital, standing 
in people’s homes ; and, lastly, such-and-such a stock of 
human beings of various ages and capacity. 

An instantaneous picture is, however, of much less 
interest than a moving one ; because the wheel of our 
economy is not at rest, but in continuous revolution. The 
term * stationary state ’, as used by economists, is, indeed, 
not linguistically apt. The idea that it was meant to 
convey is not, as the word suggests, that of non-motion 
but that of rotation at a constant speed, neither accelerating 
nor decelerating. Consider then an economy in a stationary 
state in that sense, or, what comes to the same thing, in 
any state restricted to a time interval short enough to 
allow such accelerations or decelerations as may be takihg 
place to be ignored. In a moving picture of this all the. 
several stocks described in the last paragraph remain 
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constant in size. No additions to or subtractions from 
any of them take place ; whicl^, implies that there is no 
net investment or disinvestment, and no change in the 
size of the population of working age. The shape of the 
waterfall is unvarying, but the place occupied at one 
moment by this drop is, the next moment, occupied by 
that one. Parts of the stock of fixed capital are con- 
tinuously being worn out^^and replaced. Raw materials 
and partly manufactured goods move continuously for- 
ward through the machine of process, passing into the 
machine of distribution and, through that again, into the 
hands of the. final holders; corresponding quantities of 
material being fed into the machine of process by an intake 
pipe and worked up inside in such wise as exactly to 
balance the outflow. Of what flows to the final holders 
a part replaces wear and tear of consumer’s capital — 
motor-cars, furniture, clothes, crockery and so on — ; a 
part, after a momentary stay in larders and kitchens, is 
literally consumed in the' bodies of the people ; a part, 
such as the services rendered by doctors, teachers and 
musicians, passes directly into consumption without any 
mediating machine. 

The final holders, to whom all these goods flow out, 
are all the time, with the help of the stock of capital equip- 
ment, performing the work by means of which new 
materials are continuously pushed •.through the intake 
pipe into the machine of process and operated upon inside 
it. The goods which finally emerge in any time interval 
are the result of efforts scattered over a prior period, the 
centre of gravity of which, so to speak, stands, for each 
sort of good, a specifiable number of days backward in 
time. For all sorts of goods that enter into real income 
taken together this number of days must obviously bear 
to 365 the same ratio that the stock of goods in process 
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and distribution — working capital — bears to annual in- 
come. For this cdbntry Jhere is reason to believe that the 
ratio is in the neighbourhood of one-half. That, however, 
from the present standpoint, is a secondary matter. The 
essential fact, to put it paradoxically, is that our economic 
machine is a perpetual motion machine, whose movement 
generates the fuel whiclf keeps the movement going. 

Thus far of the so-called stationary state. But in actual 
life the wheel does not rotate at constant velocity, the 
waterfall does not retain a constant shape or size. If, 
instead of restricting ourselves to a very short length of 
moving-picture reel, we run through a moderately long 
one, this becomes at once apparent. The several stocks 
we have distinguished change in volume and in the form 
of their content from time to time. We might imagine 
for ourselves if we wished — and for some purposes this 
would prove a convenient imagining — an economy 
growing continuously in all its parts at one and the same 
constant geometrical rate.* In*actual life we do not find 
economies moving in steady progress of any sort ; but, 
rather, successive curlings and uncurlings, after the 
manner of a caterpillar. The waterfall may on the whole 
be increasing (or decreasing) in size ; but in some time 
intervals of given length the increase is much larger than 
in others, while in some there may be actual decreases. 
Moreover, the shape of the waterfall neither remains 

‘ It would be impossible for all its parts to grow at the same constant 
arithmetical rate. For, if the flow of consumption goods is to increase at a 
constant arithmetical rate, the stock of equipment must (on obviously 
plausible assumptions) increase at that constant arithmetical rate ; and this 
implies that, apart from the need for replacements, the output of the in- 
dustries making equipment is not increasing at alb It should be noted that 
there is no general a priori reason for believing it to be possible for all the 
parts of a whole to increase even at one and the same geometrical rate. If 
a pet elephant this year contains twice the volume of flesh and bone that it 
did last, it will contain much less than twice the arca of skin. 
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constant nor varies in a constant manner ; while the drops 
that were originally water alterofrom time to time, con- 
sisting now perhaps of wine, now of vinegar. The total 
outflow of goods and services, the types of these, the total 
quantity of work-people finding employment, their various 
qualities, the total quantity of equipment at work and its 
various kinds, all these things continuously shift and 
change ; and all the shiftf, and changes our long strip of 
film faithfully records. 

Over against the real facts and happenings thus 
roughly outlined there stand monetary facts and hap- 
penings. There is not, indeed, any a priori necessity 
about this. In primitive conditions small groups of neigh- 
bours, or even families, were in great part self-sufficing. 
A farm family grew its own food, made its own clothes, 
kept its own house in repair. A substantial part of the 
work that a man did and of the services that he rendered 
yielded their product directly to himself. Now, however, 
in the main for nearly everybody this is not so. With 
the division of labour carried so far as it has been it could 
not be so. In general, what a man receives as real income 
consists only to a very small extent of things to the produc- 
tion of which his own particular work has contributed. 
By far the predominant part he obtains by exchanging, 
and exchanging against money, so that money income, 
which is the obverse of money expenditure by final buyers 
— not, of course, by intermediaries — is the purchase 
price, or value, of the community’s real income. It is in 
connection with this exchanging that monetary facts and 
happenings come into being. They differ from ‘ real ’ 
facts and happenings in that, unlike these, they have no 
direct significance for economic welfare. Take the real 
facts and happenings away, and the monetary facts and 
happenings necessarily vanish with them ; but take 
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money away and, whatever else might follow, economic 
life would not betome pieaningless : there is nothing 
absurd about the conception of a self-sufficing family, or 
village group, without any money at all. In this sense 
money clearly is a veil. It does not comprise any of the 
essentials pf economic life. 

But this is not to say that monetary facts and hap- 
penings are unimportant to ecqpomic life. The body is 
more than raiment ; but, none the less, raiment greatly 
affects the comfort of the body. Thus money — the 
institution of money — is an extremely valuable social 
instrument, making a large contribution .to economic 
welfare. Under any conditions other than the most 
primitive, people find it, as we have seen, economically 
advantageous to carry on a great deal of interchange 
among various sorts of goods and services. Such inter- 
change by way of direct barter, if not entirely impracti- 
cable, would, as is abundantly illustrated in the text-books, 
be extremely inconvenient and cdstly in time and trouble ; 
so much so that, if there were no generally accepted money, 
many of these transactions would not be worth under-: 
taking, and, as a direct consequence, the division of labour 
would be hampered and less services and goods would be 
produced. Thus not only would real income be allocated 
less satisfactorily, from the standpoint of economic welfare, 
among different sorts^of goods, but it would also contain 
smaller amounts of many, if not of all sorts. Obviously 
then money is not merely a veil or a garment or a wrapper. 
Like the laws of property and contract, it constitutes at 
the least a very useful lubricant, enabling the economic 
machine to function continuously and smoothly ; a railway 
through the air, the loss of which would inflict on us the 
same sort of damage as we should suffer if the actual 
railways and roads, by which the different parts of the 
c 
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country are physically linked together, were destroyed. 

So far everyone would be agreed.* But now an im- 
portant distinction must be drawn. The institution 
money is, as we have seen, a powerful instrument pro- 
moting wealth and welfare. But the number of units of 
money embodied in that instrument is, in general, of no 
significance. It is all one whether the garment, or the 
veil, is thick or thin. I ,do not mean, of course, that it 
is immaterial whether the number of units of money is 
held constant, or is variable in one manner, or is variable 
in another manner in relation to other economic hap- 
penings. I mean that if, other things being equal, over a 
series of months or years the stock of money contains 
successively mx^y mx^ . . . units, it makes no differ- 
ence what the value of m is. A doubled value of m 
throughout means simply doubled prices throughout of 
every type of goods — subject, of course, to the rate of 
interest not being reckoned for this purpose as a price — ; 
and all real happenings are exactly what they would have 
been with a value of m half as large. The reason for this 
is that, money being only useful because it exchanges for 
other things, a larger quantity does not, as with other 
things, carry more satisfaction on its back than a smaller 
quantity, but the same satisfaction. As we are dealing in 
similes, a new one, to clinch this argument, may be 
allowed us. Money then, let us say is a key, by means of 
which productive energies, that would otherwise have been 
imprisoned, can be released ; but, provided only it fits the 
lock, it is of no significance whether the key contains a 
great deal of metal or very little 

So far everything is clear. If then we were confronted 
in the actual world with the steadily rotating state, inaptly 
called stationary, of economic fiction, there would be no 
further question to ask and nothing more to say. But 
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the fact of change destroys this convenient simplicity. 
The economic body alters, and the veil that shrouds, or 
the garment that enwraps it, alters also. How are these 
alterations related ? At one time it was the practice of an 
important school of writers to assert that psychical hap- 
penings wpre mere epiphenomena of physical happenings ; 
that they were wholly ah effect of these latter happenings 
and in no degree reacted upo5i them. Pressure on the 
heart caused mental distress, but mental distress could 
not cause pressure on the heart ; laughter caused pleasur- 
able emotion, not, as the layman might suppose, pleasur- 
able emotion laughter. In like manner, it might be argued, 
all changes which occur in the money garment result from 
changes initiated in the body, and these changes in the 
garment do not react in any way on the body ; just as, if 
the number of persons travelling in a railway train were 
recorded by an enterprising spy, the record would be a 
mere epiphenomenon. The similes of the garment, the 
veil and the wrapper suggest that this is in fact so. But 
the suggestion is wrong. Many important changes that 
occur in the garment are, indeed, effects of changes 
initiated in the body But, in general, these in turn react 
in a greater or less degree on the state of the body. What 
changes in the garment result from given changes initiated 
in the body and what reactions they, or the lack of them, 
in turn produce depends on how the garment is con- 
structed. Besides these induced changes that occur in the 
garment there are, or may be, other changes that are 
autonomous, originating in the garment itself. These too 
have effects on the body. What they are and what their 
effects again depends on how garment is constructed. 
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THE PRICE SYSTEM AND THE 
DISTRIBUTION OF* SUPPLIES 

t 

The institution of money enables every sort of article and 
service to be docketed with a value ticket expressed in 
terms of a single thing. This arrangement plays an 
important part both as regards the distribution of each 
several kind of saleable thing among the people who want 
it and as regards the allocation of productive resources 
to the provision of different sorts of things. These two 
aspects of the price system will be discussed in this and the 
following chapter. In this one I shall examine the dis- 
tribution aspect. 

The supplies of anythihg, that flow out of the machine 
of process, have to be distributed somehow among the 
people who want them. There are a number of alter- 
native ways in which this can be done. The way to which 
we are or, rather, used to be accustomed in peace-time 
is that of a market in which prices and the purchases made 
by individuals are unhampered by any kind of government 
intervention. In these conditions, the sellers are led to 
put prices at such a level that the quantity of their product 
demanded is equal to the quantity supplied. Ideally, 
therefore, apart from accidents and friction, nobody, who, 
at the price ruling, wants to obtain any of them, is unable 
to do so. This result is achieved because the price is put 
at the level which restricts the demands of would-be 
purchasers in the degree that allows it to be achieved. If 
all incomes and all tastes were alike, the quantities of 

28 
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anything demanded by and so distributed to each pur- 
chaser would be the sam^. As things are, among people 
of equal incomes more coffee is distributed to people 
who like it more relatively to tea and less to people who 
like it less ; and, among people of similar tastes, more is 
distributed to those with larger than to those with smaller 
incomes. TJius the price system serves as an instrument 
enabling the available supplies of each several sort of 
commodity^r service to be distributed among the public 
in accordance with the combined pressures of their incomes 
and their tastes. All demands — not, of course, all 
desires — are exactly satisfied. Given his income and the 
price situation, every consumer has complete freedom of 
choice. 

This way of distribution entails, since money income 
is a determinant of demand, that better-to-do people in 
general obtain a larger share per head of the available 
supply of any ordinary commodity than poor people do. 
There are exceptions to this rufe. Thus bread and other 
very cheap articles of food may be consumed in larger 
quantities by a representative poor man than by a repre- 
sentative rich man, because the rich man can afford 
to buy more costly alternative foods and the poor man 
cannot. But for most things the rule holds. If it is felt 
that the rich are getting too large a share of the national 
output on account o# their large incomes, it is open to the 
State to cut into these, directly by heavily graduated income 
and surtax, and indirectly by heavily graduated death 
duties ; the proceeds being transferred to the poor. If 
there is some special kind of commodity, such as housing 
accommodation or, perhaps, milk, of which, on medical 
or other grounds, it is thought desirable that poor people 
should consume more than the free play of the market 
will allow them to do, it can be purchased by the State 
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out of tax revenue and directly handed over gratis in 
quantities judged appropriate to. each separate individual ; 
as with teaching and milk for school children under tlie 
Education Acts. Alternatively, subsidies can be paid by 
the Treasury either on the production of that commodity 
as a whole or on the purchases of it made by defined 
categories of poor persons. In either case t)ie poor as a 
consequence would get more absolutely ; in the latter 
certainly, in the former probably, more proportionately 
also. But none of these arrangements — positive quantity 
controls as we may call them — nor yet any system of 
priorities unaccompanied by price regulation for non- 
priority buyers, would interfere at all with the normal 
working of the price system. Different ingredients would 
be put into the machine and the output from it would be 
correspondingly different. But the functioning of the 
machine would be unaffected. It would still secure that 
all demands were exactly satisfied ; that no demander at 
the ruling price would be unable to obtain that quantity 
of stuff which at that price he was demanding. 

There are, however, two sorts of State interference 
which, if adopted, do prevent all demands from being 
exactly satisfied. The first consists in rules that preclude 
some people from buying as much of some commodity as 
they wish, either by the imposition of uniform ration 
limits — this does not, of course, entail uniform rations 
— or through a system of licencing, under which different 
people's purchases are restricted in different degrees 
according to the purpose to which they propose to put the 
purchased article. For a few commodities, in particular 
noxious or dangerous drugs, negative quantity controls of 
this kind may be imposed with a view to cutting down 
total consumption. But in general the intention is to 
restrict consumption by some persons or for some purposes 
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in order that more of the commodity may be available for 
others. This was*the intention behind the great body of 
vftr-time restrictions upon purchases. Owing to the diver- 
sion of a large part of the country's energies to fighting, 
munition-making and various forms of defence, the volume 
of goods and services available for ordinary civilian use 
was very much cut down ; those goods which have to be 
imported from abroad being •affected, because of the 
damage done by war to foreign trade, in an especially 
high degree. In these circumstances, as also, of course, 
in such abnormal peace-time but war-affected conditions 
as have recently prevailed, to allow distribution to be 
settled by the free play of the market is bound to mean 
that the demand of better-to-do persons will force up 
prices beyond what poorer persons can afford, so that 
the main burden of the shortage is concentrated upon them. 
It is as though the depleted stores of a besieged city were 
shared out between the physically strong and the physic- 
ally weak by ordeal of rough and tumble. This is in- 
tolerable. The government is bound to seek something 
better ; and the way out that naturally suggests itself is 
to restrict the amount of purchases permitted to better- 
to-do persons or for relatively non-urgent purposes. This 
inevitably means that some demands are not satisfied. 

The second sort of State interference that may prevent 
all demands from being satisfied is the fixing of effective 
maximum prices, i.e. maximum prices higher than would 
rule if, other things being the same, no maximum was 
fixed. Here, however, there is a complication. In the case 
of goods produced under conditions of monopoly, if an 
effective maximum price is fixed intermediate between the 
monopoly price and what we may call the appropriate 
competitive price, the quantity demanded will be enhanced. 
But, since restriction of output cannot enable the monopolist 
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to lift prices against consumers above the decreed maxi- 
mum price, the quantity supplied will* also be enhanced. 
This second enhancement will in some circumstances be®as 
large as, in others smaller than the first enhancement. The 
chance that it will be as large is pro tanto stronger (i) if the 
demand for the commodity over the relevant range is in- 
elastic and (2) if the decreed price is only a little less than 
what the monopolist would have chosen to charge if left to 
his own devices. The reader interested in analysis may find 
entertainment in proving this.* Obviously, when the effect 
of fixing an effective maximum price is to make supply 
expand as much as demand, all demands are satisfied, just 
as they would be if there were no maximum price. For 
monopolised commodities, therefore, it is only in some 
circumstances that the fixing of maximum prices interferes 
with the normal tendency of the price system to secure 
this result. With commodities produced under conditions 
of competition there is no such uncertainty. The fixing of 
a maximum price below fhe competitive price is bound to 
enhance the quantity demanded, and cannot cause the 
quantity supplied to increase.^ Therefore, it must prevent 
the price mechanism from securing that all demands are 
satisfied. 

The fixing of maximum prices for monopolised com- 
modities is a matter of general social policy, dependent 
on wider considerations than can suitably be discussed 
here. I shall, therefore, confine attention to price restric- 
tion in conditions of competition, or, more generally, 
where the ground for restriction is not defence against 


' Cf. The Economics of Welfare, 4th edition, p. 809. 

^ When a commodity is said to be produced under conditions of increas- 
ing returns this means, of course, that an enlarged scale of output, 
appropriate adjustments having been made, causes price to be lower, not 
t^t a lower price causes the scale of output to be larger. 
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monopoly. This is not the sort of policy that any govern- 
ment will adopt — unless, of course, it makes its official 
price a competitive one by paying an appropriate subsidy 
— in normal times. For, if it fixed the price too low, it 
would destroy, and, in any event, it would reduce, output ; 
and, if it wanted to do that, it could always do it by 
imposing a tax. But on special occasions, when part of 
the normal sources of supply •f some article have been 
cut off, for example, by war, those suppliers, who are 
fortunate enough to continue in being, will confront a 
competitive price much higher than the old one, which, 
if they are allowed to charge it, will yield them enormous 
profits. In these circumstances the government could, if it 
chose, leave prices alone and, nevertheless, deprive these 
people of their windfalls by a full-scale excess profits tax. 
But this would be little comfort to the particular groups 
of consumers who had had to pay these abnormal prices. 
Consequently, the government may well prefer, as an 
alternative or complementary policy, to fix maximum 
prices. It must be careful, of course, not to fix them 
at a level that will dry up the sources of supply. Eggs 
will not be produced if people are not allowed to sell them 
at prices high enough to cover the cost of feeding stuffs 
for their hens. Particularly with things imported from 
abroad, unless foreign prices plus cost of transport are 
covered (or any gap that emerges made good by a subsidy), 
the imports will not come. But in the conditions of which 
we are now thinking there is usually a wide margin 
between the scarcity competitive price and a price low 
enough to destroy, or even sensibly to diminish, the volume 
of supplies coming on to the market ; and anywhere inside 
this gap the government can safely decree a maximurn 
price. 

So far, then, the fixing of maximum ration limits (and 
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analogous devices) and the fixing of effective maximum 
prices, in some circumstances under monopoly, in all cir- 
cumstances under competition, are liable to obstruct the 
working of the price mechanism in similar ways. There 
is, however, a very important difference. Rationing and 
similar devices prevent some demands from being satisfied. 
They accomplish this by establishing a distinction between 
permitted demands and oiher demands. Under them all 
permitted demands are satisfied. Consequently, distribu- 
tion is orderly. There are no queues ; nor is there any 
other obvious call for further sorts of interference to take 
care of difficulties created by this sort of interference. This 
sort in fact can, if need be, stand secure on its own legs. 
With price control that is not so. As with rationing so 
here, alongside of demands that are satisfied there are a 
number of unsatisfied ghosts. As with rationing too how 
many of these there shall be is determined by the level at 
which it is decided to set the maximum price, in conjunc- 
tion with the general conditions of demand. But what 
particular demands are to become ghosts, which would-be 
purchasers are to leave the market empty-handed, is not 
in this case settled in an orderly way. If nothing further 
is done beyond fixing a maximum price, who succeed in 
getting and who fail to get what they want depends on 
accident, favouritism by shopkeepers, ability to bring to 
bear on them one or another kind of pressure, the leisure 
and the capacity to stand without fainting for a long 
period in a queue. This sort of distribution not only entails 
for many people waste of time, worry and a sense of griev- 
ance, but, at all events for the sorts of goods which satisfy 
elementary needs, is a serious social danger. 

To obviate these things, when the State decides to fix 
maximum prices for essential articles — with non-essential 
articles the disadvantages of chaos in distribution are 
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smaller and the administrative difficulty of preventing 
them is larger — fre<|uently at the same time fixes 
mfliximum individual rations so contrived as to keep the 
aggregate amount of the commodity that people desire 
and are allowed to buy down to the level of the aggregate 
supply. Thus price control and rationing are both intro- 
duced together. With lhat arrangement some demands 
are still, as before, not satisfied, i>ut the social disorganisa- 
tion, which, ""ITpart from the addition of rationing, might 
have resulted from price control, is held at bay. 

We conclude then broadly that, if in respect of any 
commodity the State does nox interfere either by effective 
rationing (or something equivalent) or by fixing effective 
maximum prices, all demands will be exactly satisfied 
through the price system. If effective rationing is estab- 
lished this will not happen. If effective price maxima are 
fixed, it may not happen under monopoly and will not 
happen under conditions of competition. If maximum 
prices are imposed without rationing (or something equi- 
valent), in cases where the maximum price prevents some 
demands from being satisfied, distribution is not orderly, 
but depends on chance or favouritism. But by super- 
imposing on any given maximum-price arrangement an 
appropriate system of rationing, z.e, one that cuts down 
permitted demand to equality with supply, the State can 
overcome this disorder. It prevents the price system from 
doing its job, but it provides a (more or less) satisfactory 
substitute.* 

* Cf. post. Note to Part I, Chap. V, pp. 148-9. 
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THE PRICE SYSTEM AND THE 
ALLOCATION OF PRODUCTIVE RESOURCES 

Besides acting as a mechanism for the distribution of 
each particular commodity among the people who want 
it, the price system also provides one for allocating pro- 
ductive resources amoner different uses. The way in which, 
in the absence of State intervention, this mechanism works 
is well understood. If firms engaged in making a par- 
ticular kind of commodity find that, at the ruling price, 
they are getting bigger returns on the money they lay 
out than are being got elsewhere, they are under induce- 
ment to take on more capital and labour, bidding for 
additional supplies in the market. Maybe this action of 
theirs enables lenders to get a slight rise of interest and 
work-people in their service to get rather higher wages. 
In any event, ordinary shareholders who put their money 
into this industry can look for better returns, and work- 
people engaged there for a fuller measure of employment. 
Consequently, resources are attracted into the industry 
that makes the commodity affected, and the attraction 
continues to work until, with increased output and lowered 
price, the prospects from engagement there are no longer 
better than the prospects elsewhere. Thus influences 
acting through the price system are continually tending to 
bring about such an allocation of resources among different 
kinds of production that the value of the yield of each sort 
of resource — strictly of the marginal yield of each sort — 
is the same for all of them. This tendency is, of course, 

36 
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seriously distorted by monopolistic practice in various 
guises and degrees*; so tkat, even if the economic system 
remained in a stationary state for a long period, it would 
never work itself out completely. Moreover, in practice 
all sorts of disturbing factors are continually intervening. 
The pursuer never actually catches the pursued, but he 
is always chasing after liim ; and in the process of this 
chasing is adjusting the alloc?.tion of resources among 
different useVas nearly as he can so as to make the values 
of the marginal private returns to them (subject to mono- 
polistic distortions) everywhere equal. 

This pattern of allocation is not, of course, to be 
regarded as in any sense ideal. The so-called doctrine of 
maximum satisfaction is ruined by the facts (i) that, as 
observed above, entry into certain occupations is hindered 
by monopolistic practices, whether operated by employers 
or by trade unions, (2) that in some occupations there is a 
return of benefit or of damage spilling over, as it were, 
from the persons directly concerned to other people who 
have no part in determining the allocation, and (3) that a 
pound’s worth of demand by a rich man is almost certainly 
associated with much less satisfaction than a pound’s worth 
by a poor man. In view of these facts there is a strong prima 
facie case for State action through taxes and bounties to en- 
courage some and discourage other sorts of expenditure and 
to modify the ‘natural’ allocation of productive resources. 

All this, however, has nothing to do with the mechanism 
of the price system. For, as was indicated in the last 
chapter, anything that the State may do by way of fiscal 
devices leaves that mechanism intact. When, however, 
either a maximum permitted ration or a maximum price 
for anything is fixed for the sake, maybe, of fairness 
between better- and worse-off candidates for purchasing 
that thing, the mechanism itself, not merely the conditions 
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in which it is working, is disrupted. Labour and capital 
are then discouraged from moving over to the production 
of things that have been subjected to maximum ration 
limits or, except in some circumstances under monopoly, to 
price restriction. But this is not the only or the principal 
way in which the price mechanism, as an instrument for 
allocating resources among different uses, .may be dis- 
rupted. It is disrupted also if that allocation is interfered 
with by decree. Thus the State may ‘"commandeer, 
requisition or conscribe the human or other resources that 
it requires, paying for them what it thinks proper but 
seizing them- irrespective of the willingness or otherwise 
of their owners. This method stands at the extremest 
distance from the normal peace-time method of straight- 
forward purchase in a free and undoctored market. But 
there are also available a number of intermediate and 
mixed methods. Alternatively, while a purchase price 
may be offered which the person to whom it is offered 
need not accept, if he does not accept coercion to something 
else is imposed on him ; if he will not do munition work 
he may be called up to the army ; or jobs to which he 
would like to move rather than stay in, say, munition- 
making, may be forbidden to him. 

Of the motives behind rationing and price restriction for 
particular commodities, by which the price mechanism as 
an instrument for allocating resources among different 
uses is indirectly ruptured, enough was said in the last 
chapter. Why does the State also sometimes, and pre- 
dominantly in time of war, interfere by direct fiat ? The 
fundamental reason is that large shifts in the allocation 
of resources cannot be brought about through the price 
mechanism otherwise than slowly. If the economic system 
were stationary, that would not matter because there would 
not be any shifts. But in actual life it is very important. 
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When the demand for one kind of product or service 
expands relatively lo that for another, adult persons trained 
to. and engaged in the one are not easily induced to move 
to the other, in which, maybe, their acquired skill will 
have little value. In the same way people who have 
established themselves with their families in one place are 
not easily induced to nwve elsewhere. There is a great 
deal of friction to overcome ; and the liberal provision 
now made u^der the Insurance Acts for persons unable to 
find work at their accustomed jobs inevitably weakens an 
ordinary man’s eagerness to overcome it. In the long 
run the relative numbers of persons engage.d in different 
occupations and places can be adjusted to demand changes 
without any shifting of occupation by people already in 
employment, simply by diversion from one route to another 
of the inflow of new recruits. But, since the new recruits 
who enter industry annually constitute, especially in men’s 
industries, only a small proportion of the number engaged 
there, adjustment by this means»cannot be rapid. In like 
manner, adjustment in the number of persons available 
for work at different places can in the long run be made 
by movements on the part of young people, who are able 
to move easily. But, here again, because these young 
people are only a small vart of the whole population, the 
adjustment cannot be rapid. For these reasons, when 
large-scale changes iji industrial organisation are needed 
for some overriding purpose — most obviously when peace 
gives place to war — the price system is not an effective 
instrument, and governments are inevitably led to supple- 
ment it by direct or indirect coercion. 

It would, indeed, be a mistake to suppose that the 
slowness of the adjustments observed in ordinary life are 
due solely to the fact that reliance is there placed on the 
suasion of price. Some lapse, in a sense some waste, of 
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time is inevitable and cannot be done away with, no matter 
what instrument of adjustment,, is employed. Thus for 
purely technical reasons nearly every kind of economic 
development must proceed by stages, and the later stages 
cannot be begun until earlier ones have been completed. 
A house must be built from the ground up, the top storey 
being constructed after, and not at the same time as, the 
one below. Thus the speed with which an army can be 
created is narrowly limited until sufficient irfaiructors have 
been trained, and the number of aeroplanes that can be 
put into operation by the number of airfields available. 
Again, the manufacture of machines must wait on the 
provision of machine tools ; and an enlargement in the 
output of tanks and aeroplanes beyond what can be turned 
out from existing factories cannot take place until new 
factories have been built and equipped. Moreover, before 
the production of any hitherto untried thing can be 
started on a significant scale, a great deal of preliminary 
work must be done on design and experiment. Thus 
when war breaks out a great volume of labour and other 
resources, which everybody knows will be wanted in the 
war machine once it has got into its stride, cannot be used 
there for a considerable time. This is true of any country 
that is normally geared to peace, though, of course, the 
situation is quite different in countries where a period of 
nominal peace has in fact been devoted in the main to 
preparation for war. The consequential slowness of adjust- 
ment has nothing to do with the mechanism of the price 
system and cannot be done away with by substituting 
something else. This, however, is by the way. Nobody 
doubts that, in addition to delays in adjustment that are 
inevitable, there are also very important delays — they 
were described a few pages back — associated with reliance 
on this mechanism. 



CH. VI ALLOCATION OF PRODUCTION RESOURCES 41 

The extent of these delays depends in great part on 
how far, when sendees and equipment come to be wanted 
myre keenly than before for particular uses, those who 
want them are prepared to bid prices up. For a man, 
who will not transfer his labour power or equipment 
belonging to him out of its present use to a new one for 
an offer 10 per cent in excess of their normal value, might 
well do so in ‘response to one several hundred per cent in 
excess of that. This consideration is very relevant to 
what happens in time of war. The State, with its power 
to raise taxes and to create new money, has a bottomless 
purse ; and could, if it chose, offer enormous payments in 
order to divert men and equipment from other uses to 
war service. But it cannot make the inducement very 
large except at heavy current real cost to the people whose 
services and equipment are not specially needed and, 
maybe too, at the expense of serious currency dislocation ; 
while those who are fortunate enough to possess the per- 
sonal qualities and the kinds of equipment that the State 
needs will make fantastic gains. For this reason, even 
though it could satisfy its requirements completely by 
operating through the price system and making large 
offers, it might well, and in fact in modern conditions it 
always does, prefer to re*/, at least in part, on fiat. How 
far it does this depends on a country’s traditions and 
customs, on the intensity of the war need, on experience 
as to what is practically effective and on the temper of 
the people — what the government thinks that they will 
stand without loss of morale or too loud an outcry. It 
is likely to be different for different countries in different 
wars and at different stages in the same war. What we 
have to do with here is political art, not economic science. 

In war-time then, at least in wars on a great scale, the 
r 61 e of the price system as an instrument through play 
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upon which the allocation of labour and equipment among 
rival occupations and places is achieved is, in great part, 
superseded. Money payments are, of course, still ms^de 
for services rendered and for the use of equipment, but 
the payments are, it may be decreed, it may be indirectly 
manipulated ; they are an addendum to the economic 
process, not a link in the caysal chain which determines it. 
After all, however, large-scale war is — at least so we 
may hope — an exceptional and abnormal •oondition. In 
peace-time in the western world, as distinct from Russia, 
the allocation of men and equipment among occupations 
and places has hitherto been predominantly regulated, 
without direct or indirect coercion, by the ordinary forces 
of demand and supply acting through the price system ; 
the State, where it intervenes at all, intervening in ways 
that use, and do not by-pass or nullify, that system. The 
introduction in this country of peace-time conscription for 
young men for service with the armed forces has, indeed, 
made a breach in that general rule ; and recent legislation 
restricting, through exchange control, the investment of 
capital abroad has made another. But in relation to the 
economy as a whole these breaches are not of wide scope. 
Such others as remain are under notice to disappear. If, 
as there is still room for hope, most of them do in fact 
presently disappear, the account I gave in the earlier 
paragraphs of this chapter of the w^y in which the alloca- 
tion of resources among occupations and places is regulated 
through^ not, of course, by the price system will be broadly 
true of post-war, as it was of pre-war, England 
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MONEY AS ‘AN INSTRUMENT OF 
SAVING OR INVESTMENT 

The excess for any man of real income over consumption 
I call his real saving, and the deficiency of real income 
below consumption his real dis-saving. The real saving 
of any closed group of persons is, therefore, the excess of 
the real saving of those of its members who save over the 
real dis-saving of those who dis-save. But real income or 
output is evidently made up of aggregate real consumption 
plus aggregate real investment. Hence aggregate real 
saving and aggregate real investment are two names for 
the same thing. Of course, the real saving of one indi- 
vidual in the group may be transferred to another indi- 
vidual and eaten up by his real dis-saving, so that the real 
saving of an individual does not necessarily manifest itself 
as real investment. Bu^ for the representative member of 
the group it must do this, and it is, therefore, convenient 
to focus attention upon him. 

In a Robinson Crusoe economy, if Robinson decides 
to save, the only course open to him is to make something 
over and above what he consumes, either a batch of con- 
sumer’s goods, which he stores up, or an instrumental 
(capital) good. When he acts so, there can be no question 
of his supposing himself to be making savings though in 
fact none are being made. It may, of course, always 
happen that an act of God or the King’s enemies destroys 
the addition to capital, in which his saving manifests itself, 
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after it has been made. But, subject to this, it is impossible 
for his decision to save not to realise itself in actual saving, 
that is in actual investment. ^ 

In a pure barter economy consisting of a number of 
persons dealing together the same thing is true. The 
representative man, if he decides to save, must either store 
up something that he has himself made or something 
which he has obtained from another man in exchange for 
something that he has made. It is impossible* for his desire 
to save, just as it is with Robinson Crusoe, not to manifest 
itself in actual saving, i.e, actual investment. 

In a monetary economy of the kind with which we are 
familiar an ordinary individual does not, as a general 
rule, save either by storing up things produced by himself 
or by expending part of his money income on buying 
things to be stored up. A business man or a company, 
out of such part of their income as has not been distributed 
to shareholders, may, indeed, do this ; and, so far as they 
do, there is no essential difference between what happens 
in a monetary economy and in a Robinson Crusoe or a 
barter economy. In each case whatever anybody decides 
to save he does in fact save in the form of an accumulation 
of goods,, whether consumption goods or capital goods, 
and no dis-saving by other people to offset this is set going 
in consequence of what he has done. Many people, how- 
ever, save by not spending the whole cC their money income 
and devoting the balance either to increasing their money 
holdings or to buying through the Stock Exchange already 
existing securities. We need not trouble about purchases 
of these or of other already existing pieces of property. 
For, though particular individuals in our group may buy 
such things, since to every seller there must correspond a 
buyer, it is impossible for the group (which we are sup- 
posing to be closed) as a whole, and, therefore, for the 
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representative man of the group to do this.* Moreover, 
apart from ad hoc creations of new money (currency or 
b^nk money), which we need not consider here, exactly 
analogous reasoning holds of money balances. Though a 
particular individual may increase his money balance, he 
can only do so at the expense of somebody else*s, which 
entails that the representative man of the group cannot 
do it at all. Thus at first sight it might seem that in a 
money ecohoftiy, no less than in a Robinson Crusoe or a 
barter economy, a decision to save on the part of the repre- 
sentative man cannot work itself out in any other way 
than in the actual emergence of real savings. 

In fact, however, there is a very important charac- 
teristic in which a monetary economy differs from either 
of the other two. Though in such an economy the repre- 
sentative man cannot operate his desire to save by increas- 
ing his money balance, he can operate it by putting 
currency into a stocking or by transferring balances that 
have hitherto been active into ^lavings deposits. Suppose 
then that he does operate it, or part of it, in that way. 
From the point of view of the banks nothing is changed. 
Their total deposits and the stock of currency outstanding 
from them remains what it was, but the representative 
man has in effect drawn money out of circulation, or in 
other words reduced the income velocity of money. His 
decision to save hast not manifested itself in an addition 
to the stock of real capital but in a cut in money income. 
It has thus failed to accomplish what he intended to 
accomplish ; it has been aborted. 

This is not the end of the story. If money wage rates 
are so plastic or responsive to variations in money income 
that employment, and so real income, is not modified at 

* The representative Englishman can, of course, do it so far as he buys 
existing securities or other property from foreigners. 
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all in consequence of the change in money income brought 
about by the representative marii's action, his decision to 
save — the stock of money including bank money }n 
circulation being given — is simply aborted. Real income 
is not modified. He has made no real saving. It follows 
that his consumption is the same as it would have been if 
he had not decided to save ; he has cut down his money 
income but prices have fallen correspondingly; his real 
situation is not altered at all. But if, as is fo be expected 
in fact, money wage rates and so on are in some degree 
sticky, so that, when money income is cut down, employ- 
ment and real .income are cut down also, the representative 
man’s decision to save is not simply aborted. Real 
income, as has just been indicated, is reduced and, as a 
consequence of this, in all probability real saving is reduced 
below what it would otherwise have been. Thus our 
representative man’s decision to save not only fails to 
bring about an increase in real saving. It brings about a 
decrease in it and a decrease in consumption at the same 
time. 

It will be understood that these consequences only 
follow so far as the representative man in fact does decide 
to save by putting currency into a stocking or by trans- 
forming active into savings deposits. If, when some indi- 
viduals decide to act so, other equivalent individuals 
decide in the opposite sense, the representative man does 
not decide to do this. Moreover, even if he does so decide, 
it is open to the public authorities, through monetary 
policy or otherwise, to take countervailing action. For 
the present, however, we are not concerned with these 
tnings. It is enough to note that the institution of money 
makes possible some prima facie important reactions upon 
real income and real savings, which could not take place 
in a moneyless world. 
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MONEY AS AN INSTRUMENT FOR 

contr'acting loans 

In any community in the least resembling those we know 
some stock of man-made equipment, or capital, is an 
essential element ; in most communities we may expect 
to find additions to this stock being made from year to 
year by way of investment. A substantial part of the 
stock of capital has in the modern world been built up by 
way of loans, and a good deal of the investment by which 
it is being increased is provided through loans. It is 
important, however, to be clear in our minds that loans 
are not essential to the building up of capital in the way 
that investment {i,e, saving) is. Indeed, it is quite easy 
to imagine a capitalist society in which no such things 
exist ; every item of investment being undertaken directly 
by the person whose resources are invested or by some- 
body engaged by him a salary to do this for him. A 
good deal of investment is, in fact, currently provided in 
these ways. A business man adds to his equipment or 
enlarges his factory ftut of his own income ; the directors 
of a company, acting as the paid agents of their share- 
holders, ‘ plough back ’ a part of the net receipts of their 
concern in developing its buildings and equipment ; a 
progressive landlord, either personally or through a factor 
or steward, regularly devotes a part of his income to 
making capital improvements on his estate. There is no 
reason in the nature of things why all capital creation 
should not be undertaken in these ways. 
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It is true, no doubt, that, if this were done, a number 
of people who had surplus inconie and would like to invest 
might find difficulty in doing so and might, therefcfre, 
squander their surplus in forms of consumption that were 
of little service to them or anyone else. Or they might 
devote it to forms of capital construction of little pro- 
ductiveness, just because these were accessible to them, 
to the neglect of other forms that would have yielded a 
much larger return. These things would plainly entail a 
social waste. In considerable measure, however, without 
the use of loans, by means of partnerships, by the estab- 
lishment of companies financed exclusively from the con- 
tributions of ordinary shareholders without any resort to 
loan capital and in other such ways, what was required 
could be done. It is, indeed, notorious that in medieval 
times, when lending at usury was frowned on alike by 
Church and State, the restrictive effect upon capital 
formation was greatly mitigated through the use of one 
or another ingenious device for enabling people to arrange 
for resources belonging to them to be invested through the 
agency of others without resort to loans. 

Nevertheless, though they are not essential instruments 
for the accumulation of capital, loans are, for many 
people, a very convenient instrument for it. A partner 
exposes his whole fortune to risk, while an ordinary 
shareholder in a company, though Ris liability is limited 
to what he actually subscribes, has no assurance whether 
he will lose it all, make a small gain, or make a large one. 
A lender, such as the holder of debentures or of a mort- 
gage, debars himself by the terms of his contract from 
large gains, but, in return, insures himself more or less 
effectively against having to put up with very small gains 
or to suffer a total loss. The existence of this kind of 
opportunity undoubtedly tempts some people into pro- 
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viding capital for investment who would not otherwise do 
so. Moreover, when the Amount of accommodation which 
particular concerns need varies greatly from time to time, 
the method of loans is much easier to operate than any 
other ; so that, once more, the existence of this method 
is likely to enable mor^ capital to be accumulated than 
would be accumulated otherwise. Yet again, it enables 
the allocation of these accumulations among rival uses to 
be more * appropriate *, that is, more nearly such that the 
values of their marginal products will be equal in different 
uses, than would be practicable otherwise. Partly for 
these reasons and partly, no doubt, for others, in modern 
communities a large proportion both of existing capital 
has been, and of additions to capital is being, provided 
through the instrumentality of loans. Thus of the nominal 
capital of British companies, as estimated by Stamp in 
1925, 20 per cent was represented by debentures as against 
80 per cent by ordinary and preference stock.* These 
figures in the main refer to the financing of fixed capital. 
As regards working capital, the part played by loans is 
proportionately much more important. Retailers sell on 
credit, in effect make loans to customers ; wholesalers do 
the same by retailers and manufacturers by wholesalers ; 
while manufacturers themselves and some of these inter- 
mediaries also in turn rely, for financing their holding of 
raw materials and hllf-finished goods, in great measure 
on advances and discounts from the banks. Thus it may 
well be that the total money value of loans associated with 
the financing of working capital — because B relends to C 
what A has lent to him — is much larger than that of the 
working capital itself, in the same way that aggregate 

> The National Capital^ p. 19. In the last estimate published in The 
Economist the percentage of debenture capital was 
slightly higher, but it may well be lower now. 
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money turnover in a year is much larger than money 
income. This is important bdfcause it means that the 
failure of one large concern in a line of loans may entail 
also the failure of many others. 

In modern conditions, where governmental agencies, 
local authorities, special ad public boards or the central 
government itself, often own or operate important industrial 
concerns, it is not practicable for the required capital to 
be provided in the way that ordinary shareJiolders provide 
part of the capital of joint-stock companies. For, whereas 
in a broad general way the directors of a company are 
expected so to conduct their business that the best possible 
returns are obtained from it, that is do the best they can 
for their shareholders, a municipal authority, a central 
institution, such as the post office, or a public board, such 
as the Port of London Authority, is not expected to act in 
this way, but, subject to avoiding financial loss, to do its 
best for the people who purchase the services it renders. 
Nobody would become an ordinary shareholder in a con- 
cern operated on these principles ; to do so would be to 
put oneself at the mercy of the trustees of clients whose 
interests were directly opposed to one's own. In such 
cases finance by way of loans embodying definite contracts 
as to interest and repayment of principal is the only prac- 
ticable one. It follows that, the larger the part of a 
country's industry that is run by gbvernment authorities 
as against private enterprise, the more important a part 
loans may be expected to play in the accumulation and 
allocation of capital. 

So far nothing has been said about a kind of loan that 
has nothing to do with capital accumulation in the ordinary 
sense, but has, none the less, in recent years dominated 
all other kinds ; namely, loans raised by central govern- 
ments for the conduct of war. A large part of these loans 
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is devoted to the construction of war apparatus, factories 
in which and machinery \vith which to make this, and so 
on.^ Since most of these things, if not destined to be 
destroyed in the course of the war, are likely to be of 
little service when peace is restored, such loans are best 
regarded as consumption loans, not as instruments 
through which a part of people^s income is added to 
existing accumulations of capital. Resources for war can 
be, and in the fest war in this country were, raised in very 
large amounts coercively by taxation. But, for reasons 
into which I shall not enter here,' a large part of what is 
needed is always raised by means of voluntary contribu- 
tions from the public. It is obviously impracticable for 
any government to constitute itself into a sort of company 
and to invite ordinary shareholders to join with it in the 
enterprise of war, taking as their reward such profit as that 
enterprise may yield. Whatever evil they may ward off 
or — most improbably — positive benefit they may bring, 
modern wars do not, and everybody knows that they do 
not, yield distributable profits. Apart, therefore, from free 
gifts, voluntary contributions towards them can only be 
made by way of loans. 

Finally, mention must be made of loans for consump- 
tion — other than the loans of goods from retailers to 
their customers, of which we have already spoken. These, 
if made by people witji a temporary superfluity to people 
in temporary need, to be repaid when the position of the 
parties is reversed, may evidently yield substantial social 
advantages. Such loans are, in effect, though not in 
name, forms of mutual insurance analogous to insurance 
against losses by fire, burglary and so on. But, except 
in so far as insurance companies may make investments, 
they do not contribute at all to the building up of capital. 

* Cf. The Political Economy of IVar, chap. vii. 
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In loans to industry or to the government made by the 
public, what is actually handpd ovei* by the lenders is 
practically always money ; and in loans to finance worV.ing 
capital — usually made by bankers — the same thing is 
true. On the other hand, among manufacturers, whole- 
salers, retailers and the final buyers of consumption goods 
what is actually handed over is so much stuff. In all 
circumstances, however, a valuation of what is handed 
over is made, the debt contracts being expressed in terms 
of money. Of such contracts there are a great variety 
of possible forms : a perpetual annuity of specified annual 
amount ; an annuity of specified annual amount to run 
unconditionally for an assigned number (which may be 
any number) of years, after which the principal of the 
loan shall be repaid, maybe at a specified premium, maybe 
at a specified discount ; an annuity guaranteed for a 
certain period and thereafter redeemable by repayment of 
the principal, either within so many years or at any time, 
at the option maybe of the borrower, maybe of the lender ; 
more complex arrangements under which, as with our 
national savings certificates, lenders can claim repayment 
of principal at any time but are granted better terms the 
longer, up to a specified date, they refrain from doing 
this ; and so on. When a government borrows to finance 
a war it always offers a variety of alternative forms of 
contract so as to bring into its nat as many potential 
lenders as possible. When anybody, private concern or 
government authority, borrows for capital construction 
a municipal gas-works), it usually offers an annuity 
of specified amount redeemable at its own option not 
before one and not after another named date. The large 
extent and the great variety of forms under which resources 
for investment are provided through the medium of loans 
contracted in terms of money entails that such conse- 
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quences as flow from their being made in this form have 
wide practical, not merely ^icademic, importance. 

©f the convenience of loans of this kind, and of their 
usefulness in helping people, who would like to invest 
resources over which they have control, in a way satis- 
factory to them, enough has already been said. We have 
now to look at the other side of the picture. If no prices 
ever changed, lenders and borrowers entering into money 
loan contracts would always get and pay in real terms 
exactly what they reckoned to get and pay when the 
contracts were made. But in actual life prices vary. If 
it were always known beforehand exactly how they were 
going to vary this would not matter, because the terms of 
contracts could be adjusted to these foreseen variations. 
But, of course, future price situations are not known in 
advance, and, though shrewd guesses are made and play 
a part in the framing of contracts, the guesses are often 
astray This fact was very well illustrated by Irving 
Fisher in his study of the actuaf yields in terms of gold 
of loans of similar types contracted respectively in terms 
of gold and in terms of silver. Had future movements in 
the relative value of gold and silver been correctly foreseen, 
the yield reckoned in either metal must, of course, have 
been the same with the two types of loan. In fact, during 
the period studied (1875-95), their yields differed sub- 
stantially.* In like ftianner, by applying an index of 
general prices to correct the money yield of a number of 
loan contracts, Irving Fisher showed * that in real terms, 
owing to incorrect forecasts of future price changes, 
lenders on several occasions have had to make a payment 
for the privilege of lending resources, while borrowers 
have received a douceur as a reward for the act of borrow- 

* Cf. Appreciation and Interest ^ chap. ix. 

Cf. ibtd. p. 67 
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ing. Nor are the errors merely random. Prospective 
changes in the general level oi prices are usually under- 
estimated both by lenders and by borrowers. StatisCical 
evidence points strongly in this direction. It is reasonable 
to infer, therefore, that downward movements in the 
general purchasing power of money, i.e, general rises in 
price, occurring during the currency of a loan contract 
will bring an unlooked-for gain to borrowers who have to 
make money payments and an unlookecJ-for loss to the 
lenders to whom those pa3rments are due ; and that 
contrary movements will have opposite consequences. 
Thus large falls in the price level mulct ordinary share- 
holders for the benefit of debenture holders, and the State, 
that is the taxpayers, for the benefit of holders of fixed 
interest government loans ; and conversely. There is no 
reason, I think, to expect that, when large price changes 
are taking place, the errors of forecasting will be larger 
proportionately than they are with small ones. But, of 
course, they, and, with uiem, the unlooked-for gains and 
losses, are likely to be larger absolutely. 

These happenings, apart altogether from any conse- 
quences to which they may lead, constitute in themselves 
a serious defect in the system of loan contracts operated 
through money. For they entail interference with people’s 
plans and with the distribution of income among them, not 
directed to any rational end, but j^urely sporadic. This 
has long been recognised, and attempts have been made 
to mitigate the resulting evils. Thus on occasions loan 
contracts of long duration have been made in terms of 
something other than money or in terms of money corrected 
by some agreed index number. This idea was incorporated 
into the Dawes plan for assessing German reparations 
after the first world war, the payments stipulated for in 
gold being variable from year to year in accordance with 
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variations in the general purchasing power of gold. Even, 
however, if agreement w^re reached as to the character 
and content of the index number to be used for measuring 
general purchasing power, and if the terms of loan contracts 
were accurately adjusted to this, the ‘ legitimate expecta- 
tions * of borrowers and lenders might still miss fulfilment. 
For borrowers and lenders might well be interested in 
different sets of commodities and, if that were so, to make 
money payments under a loan contract vary with varia- 
tions in general purchasing power would not entail their 
varying with the purchasing power of money in respect 
of either of these two sets of commodities. It might even 
happen that both lenders and borrowers found themselves 
worse (or better) situated than they had expected to be. 
Still devices of this kind, as also, of course, successful 
attempts to keep the general purchasing power of money, 
as expressed through any reasonably plausible index 
number, approximately stable, would make money a more 
adequate instrument for arrangir^ loans than it has hither- 
to usually been. 



CHAPTER IX 


THE PURCHASING POWER OF MONEY 

What was said at the end of the last chapter about 
variations in the purchasing power of money calls for a 
brief supplement. Prima facie the phrase ‘ purchasing 
power * does not suggest a list of things that some specified 
pound or other unit of money does buy, but a number of 
alternative sets of things that it can buy. Thus we imagine 
ourselves confronted with a given fixed set of prices that 
will remain what they are without regard to the way in 
which our pound is spent. A pound then can buy one 
apple plus two bananas plus one tin of petrol or alter- 
natively it can buy three apples plus one banana plus two 
tins of petrol. Obviously a very large number of alter- 
native baskets of purchases are open to us. If it were not 
for the fact that there are certain minimum quantities, 
different for different things, less than which it is not 
practicable to buy — melons, for example, may be sold by 
slices but not apples, radium by milligrams but not tea — 
the number would be literally infinite. At the back of this 
concept is the assumption that, while the wielder of our 
particular pound or small number of pounds is still hesitat- 
ing, the great bulk of buyers’ and sellers’ decisions have 
already been taken. For, if this were not so, we could not 
be confronted with a given set of prices ; whereas, if all 
decisions were already taken, no pound could be con- 
fronted with alternatives, but each pound would have to 
buy what the wielder of it had decided that it should buy, 
that and nothing else. There is clearly a logical awkward- 
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ness here. But we need not develop the point. For, 
though in ordinar;^ speeoh the term ‘ purchasing power * 
m%y often be used in the way I have been describing, it is 
not used so in the investigations of economists. 

For them the purchasing power of a pound in any 
period means, not what, with a given pattern of prices, a 
pound can or could bujr, but what it does in fact buy. 
Since, moreover, different pounds of the community’s 
money income*are in fact used to buy different collections 
of things, a pound must mean here, not any pound, but 
some specified pound. We aeed not, indeed, trouble to 
distinguish between the different uses in which the different 
pounds embodied in a single individual’s income are 
expended. But the fact that the representative pound of 
A’s income is expended differently from the representative 
pound of B’s income is very important. There is no such 
thing as the purchasing power of a pound. There is a 
purchasing power for the representative pound in the 
money income of any one spectfied person or group ; a 
particular category of wage-earners, members of the 
professional classes with money incomes lying between 
such-and-such limits, people with incomes above ;^2000 
a year, and finally a who ' j community combined together, 
as, for example, the citizens of Great Britain. When 
reference is made to the purchasing power of a pound at 
any period without further specification, it is the pur- 
chasing power of this last pound, that representative of 
the whole community, which we may normally suppose 
to be intended. If then, as, with minor qualifications, 
we have seen to be appropriate, we define money income 
and real income in such wise that the former is the money 
value of the latter, the purchasing power of a pound in this 
sense multiplied by the money income of the community 
is equal to the real income of the community. 

E 
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The purchasing power of a pound so understood varies 
from time to time ; and it is of iliterest'to know how much 
it differs now from what it was at some earlier time. # If 
for any person or group real income were made up of 
units of one sort of commodity only, or of a variety of sorts 
the proportionate quantities of which are always the same, 
there would be no difficulty about this. Real income in 
1 850 would differ from what it was in 1900 precisely in 
that proportion. Say then that it changed Trom Q to mQ. 
Meanwhile money income of the person or group has 
changed from I to «I. The purchasing power of a repre- 
sentative pound — what such a pound actually does buy 


— is thus changed from ^ to : 


so that, if we choose 


to represent it in the first year by 100, in the second it is 


100 Since, however, in fact real income consists of 
n 

a great number of different commodities and services, 
whose quantities are liablfe to vary in different proportions, 
variations in the purchasing power of a pound cannot be 
measured in this simple way. Can these variations be 
measured at all or, more generally, what is it possible to 
say about them ? 

One thing certainly can be said. If between year i 
and year 2 the quantity of no item comprised in what a 
representative pound buys has mcieased by more than 
X per cent and the quantity of none has increased by less 
than y per cent, the purchasing power of a pound cannot 
have increased by more than x per cent or less than y 
per cent ; if the quantity of no item has increased by less 
than X per cent and the quantity of none decreased by 
more than y per cent, it cannot have increased by more 
than X per cent or decreased by more than y per cent. If 
the quantity of no item has increased, while the quantity 
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of none has decreased by less than x per cent and the 
quantity of none By mor« than y per cent, aggregate real 
income must have decreased, and cannot have decreased 
by less than x or by more than y per cent. The limits 
thus set may turn out in any particular case to be either 
narrow or wide. If in year i the bale of goods representing 
our pound’s purchasing *power contained none of a certain 
item, while that of year 2 contained some of it, the pro- 
portionate difference between the purchasing powers of 
a pound in respect of this item in the two years would be 
infinite. Thus, in that case po limit could be set to the 
percentage increase in the purchasing power of a pound. 
Even if there is no item contained in either of our two 
bales that is not also contained in the other, a change in 
the quantity of some quite trivial and insignificant com- 
modity, from say 10 ounces to 100 ounces, would prevent 
us, even though all the other items were the same in both 
years, from saying more than that the purchasing power 
of a pound has not risen by ife much as 900 per cent. 
That is not very illuminating ! 

Any attempt to go further than this runs at once into 
an apparently insurmountable obstacle. The purchasing 
power of a pound, and siinilarly, of course, real income as 
a whole, is not a quantity; it is an inventory. Except, 
therefore, in the special case where all the items contained 
in it vary in the same^roportion, it is impossible to measure 
changes in it in the way that changes in a quantity can be 
measured. The quantity of item X included in it has 
changed between two dates from x^ to x ^ : that of item 
Y from yi to ^2 i and so on. This is all that can be said 
unless we can find some principle in accordance with 
which it is possible to decide what relative importance 
shall be attached to proportionate changes in the various 
items contained in the inventory So long as we confine 
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ourselves to the purely physical field, it is clear that no 
such principle can be found. There is no way of com- 
paring the absolute importance in itself of a lo per crnt 
change in the quantity of bicycles and of an equal per- 
centage change in the quantity of umbrellas. These 
changes have no importance in themselves — only in 
reference to the states of mind of people. The idea thus 
emerges in a vague way that, if we are to measure changes 
in the purchasing power of a representative pound in 
respect of the inventories of the things that it buys at 
different times, we must mean by ‘ importance * importance 
as a means to the economic satisfaction of the person or 
group by whom our pound is spent ; or, more correctly, 
as a little reflection shows, importance as a means to such 
satisfaction on the assumption that the tastes of the 
various members in our group and the distribution of 
income among members of different tastes do not change. 
To measure relative importance in this sense with any 
approach to accuracy it A^ould be necessary to know how 
much of their money income people would have been 
willing to spend on each several item — in one or other 
or both of the years between which a comparison is being 
attempted. This, however, is obviously impracticable. 
We are compelled by lack of knowledge to base ourselves 
on how much money they actually do spend on the several 
items. Weighting by reference to this entails, other things 
being equal, giving a smaller weight to changes in items 
of inelastic and a larger weight to changes in items of 
elastic demand than ‘ ought ' to be assigned to them if 
our object is, as I have suggested it must be, to measure 
importance by reference to impact on economic satisfac- 
tion, given that tastes are constant. Thus at the very 
basis of any structure we may erect there is an incorrigible 
flaw. At the best, we shall have to content ourselves with 
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a makeshift measure, what exactly in the last resort it is 
measuring being ill-defined and blurred. 

^ Let us then, recognising this, nevertheless adopt, for 
want of something better, what is actually spent by the 
group we are studying on the several items that a pound 
buys as a gauge of the relative importance of the pro- 
portionate changes whith take place in the quantities of 
these several items. Immediately we are confronted with 
a new difficulty. The comparative expenditures of any 
group, changes in the purchasing power of whose repre- 
sentative pound we are seeking to measure between two 
years, are very unlikely to be the same in both years. 
Thus we have to choose between using as weights the 
expenditures of the first or those of the second year ; and 
clearly there can be no reason for preferring either of 
these two sets of weights to the other. In view of this it 
seems reasonable that our index should be constructed in 
some way that takes account of both sets. But there are 
a number of alternative devices by which that can be 
done — for example, the weighted items might be com- 
bined either by addition or by multiplication — between 
which there is no clear ground of choice. 

We are thus brougb* to the threshold of the technical 
problem of how to construct price index numbers that, 
for all their inevitable defects in point of logic, shall, 
nevertheless, be usefiul in practice. That problem, which 
I have discussed elsewhere, * lies outside the scope of this 
book. The essential thing to bear in mind is that all 
purchasing-power indices are necessarily based on some 
assumption about the relative importance of the propor- 
tionate changes in quantity undergone by different items. 
Hence, since no gauge of this, for which absolute rightness 
can be claimed, is available, they all depend in a measure 

* Cf. The Economics of Welfare^ 4th edition, Part I, chap. vi. 
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on convention and arbitrary choice. If we choose, fol- 
lowing Irving Fisher, to apply* the telm ‘ideal* to one 
among them, we must be careful not to allow oursel\5es 
to be misled by it. Strictly, there is no ideal index ; and 
among a number that can be plausibly defended it is not 
possible to prove that one is right and another wrong, or 
even that one is ‘ better * than Another in any absolute 
sense. Fortunately — and curiously — experience shows 
that the results obtained from a number ^of those most 
commonly employed are not often widely divergent. Like 
the members of Lord Melbourne's Cabinet, all of them 
say much the same thing ; though in this case none of 
them precisely knows what it is that he is saying ! 
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CHAPTER 1 


THE PROBLEM 

Up to this point our discussion has been straightforward. 
We now enter apon more difficult ground. The problem 
is to disentangle the influences of a general kind upon 
which the magnitude of money income at any time depends 
and to show how they interact with one another. It is 
impossible in a book of this character to attempt a com- 
plete discussion of that problem. We have to think away 
many influences which are at work in real life and to con- 
centrate attention upon a small number that may plausibly 
be regarded as -dominant. Thus I shall ignore the fact 
that there are a great variety of kinds and qualities of 
work-people ; postulating that they are all alike and all 
paid the same rate of wages. I shall ignore the fact that 
there are a great variety of different elements embodied in 
real income ; reasoning as though there were only two 
kinds, consumption good- and capital goods, all the indi- 
vidual members of each group being physically equivalent. 
I shall ignore the complications due to labour and capital 
encountering obstacles and experiencing friction when 
they try to move from one place or one job to another. I 
shall ignore the fact that in actual life the size of the 
population as a whole, and, more particularly, of the 
population of working age, is continually varying ; treating 
it for the purpose of this analysis as though it were con- 
stant. Yet again, until the two last chapters of my book 
are reached, I shall leave out of account the fact that the 
several governing factors, to be distinguished immediately, 
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are, on occasions, expected to be different in the future 
from what they are now. This omission is important, 
because in actual life this class of expectation is probably 
in large part responsible for the cumulative upward and 
downward movements of money income that characterise 
trade cycles. Finally, in the main part of this enquiry I 
shall argue as though we had to do with a closed com- 
munity, reserving what has to be said about international 
repercussions for Chapter X. • 

The reader may well feel that a study built on so many 
unrealistic assumptions cannot have any relevance to the 
actual world. He is asked, however, to have patience. 
This model is not created for its own sake. It is a device 
for enabling us to focus attention, to the exclusion of 
everything else, upon the interplay of certain deep-seated 
influences that jointly act upon money income and are, I 
suggest, predominant in determining what it is and how 
it differs at different times. As has already been emphasised, 
and is indeed obvious, other influences are at work also. 
But these influences are of outstanding importance. A 
study of them in a hypothetical situation, where there is 
nothing to interfere with them, will not, of course, reveal 
the whole truth, but what it does reveal will be true within 
limits. 

The influences to which I refer are those that lie behind 
and act respectively through the demand function for real 
investment ; the supply function for real investment ; 
the productivity function of labour, or, more loosely, the 
coefficient of production ; the degree of monopoly exer- 
cised in industry, which, for simplicity, I shall regard as 
independent of the quantity of employment ; the function 
relating the income velocity of money to the rate of interest 
and, maybe, to other things, to be called the income 
velocity function ; the function relating the stock of money 
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in circulation to the commodity rate of interest, to be 
called the circulatifin function ; and the money rate of 
wages. The first four of these sets of influences may be 
classed as * real \ the others as monetary factors.* In 
general, they interact together, all of them playing a part 
in determining alike what happens, on the real side, to 
real income and the volume of real investment, and, on 
the money side, to money income and the money rate of 
wages. This erftails, of course, that money here plays a 
part much more important than that of a mere veil. 

The reader will have obs.Tved that, apart from the 
money rate of wages, which is, of course, a quantity, the 
elements distinguished in the last paragraph are all func- 
tions of one or more variables, the functional forms being 
determined by other influences, some of which, e.g. people’s 
general attitude of mind, not being susceptible of numerical 
measurement, camnot be represented as variables under the 
function, and some which, though they could be so repre- 
sented, we find it convenient to Beal with otherwise. To 
some extent it is a matter of choice which of the different 
relevant influences are represented as variables. How I. 
shall proceed in this matter as regards each of our several 
functions will appear in due course. The point to be made 
here is that each of the functional forms is liable to vary , 


‘ This classification, it nAy be noted, requires us, if we wish to define 
* monetary policy *, to exclude from it such operations by the authorities as 
dovetailing their demand for public works into periods of slack private demand 
or budgeting for surpluses in good and deficits in bad times. Monetary 
policies are policies that operate, to put the matter broadly, not through the 
demand for, but through the supply of money ; as when the Bank of England 
buys or sells securities in the market or manipulates the rate of discount, 
or when the rules governing the maximum pemdtted issue of fiduciary notes 
are varied. It should not be forgotten, however, that manipulations of the 
rate of discount, by affecting people’s expectations about the future and 
their state of mind generally, may also operate to some extent on demand. 
Mr. Hawtrey lays considerable stress on this. 
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in all sorts of ways, just as a series of numbers may be 
varied, not merely by all the rfiumbers changing in the 
same proportion, but in an indefinitely large numbe,r of 
more complicated ways. To bring into account and 
investigate the consequences for money income of all these 
complex kinds of change would be an impossible task. I 
shall, therefore, confine myself tb cases in which what we 
may call the level of one or another function is varied in 
the same sense over the whole of the rangvs with which we 
have to do, so that it cannot be more extended in situation 
B than in situation A over some parts of the range and 
less extended over others * This limitation of the scope of 
our analysis is unfortunately unavoidable. 

That analysis is also subject to a further important 
limitation. When any of the governing factors described 
above is altered, money income does not undergo forth- 
with a single clear-cut modification. The impact of the 
disturbance makes itself felt by degrees, setting in motion 
a process that occupies tkne. To elucidate that process in 
detail would be too hard a task. What tends to happen 
after adjustment to disturbances has been completed or, 
perhaps better, would happen if they were in fact com- 
pleted, is difficult enough to understand. To do that we 
have to imagine an initial situation, which either itself 
represents some sort of equilibrium — in general a short- 
period equilibrium — or stands inoa definite relation to 
such an equilibrium, and contrast this with the situation 
which will tend presently to arise out of it if, other things 
remaining the same, the particular factor whose influence 

* Thus write y) for the function proper to situation A and y) 
for the corresponding one proper to situation B. The assumption of the 
text is that, if for any relevant set of values of the variables this is true 

of all relevant sets. For some parts of the argument it is necessary to restrict 
ourselves to the more special case in which for all sets of relevant values of 
the variables 0 = where m is a constant. (Cf. post, Chap. VI, p. loi.) 
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we want to investigate is altered in some specified way. 
Thus we are not ofit to determine the full series of con- 
seqyences for money indome which disturbances in our 
governing factors actually bring about, but those con- 
sequences which they tend to bring about when time has 
been allowed for adjustment to be made to them. 

The most compendious way of investigating problems 
of this class is to set out and solve an appropriately con- 
structed set of ‘simultaneous equations. This way was 
followed as regards employment in my book, Employment 
and Equilibrium. Here the. analysis, though it has a 
mathematical substratum, will be set out in the language 
of ordinary life. 



CHAPTER II 


THE RELEVANT RATE OF INTEREST 

In Part I, Chapter VIII, something was said about the 
way in which, when prices are changing,®failures of fore- 
sight as to the way in which they are going to change 
will cause the ' legitimate expectations * of people who 
have made long contracts in terms of money to be frus- 
trated. Irving Fisher sometimes * uses the term ‘ real * 
to signify the rate of interest in commodities, resulting 
from contracts expressed in money, that people actually 
do receive in payment for the service of lending, and con- 
trasts it with what they would have received if, the terms 
of money contracts remaining the same, prices had 
remained constant. We^'are not concerned here with real 
rates of interest in that sense, except indirectly through 
the fact that the advantages which high rates confer on 
business men may react on them psychologically, making 
them more optimistic about future prospects. The rates 
that matter directly are rates ex ante^ not ex post. For 
it is what they expect to happen as a result of present 
contracts, not what will in fact happen, that affects busi- 
ness men’s current demand for, and other people’s current 
supply of, real resources for investment. To avoid con- 
fusion, I shall call these ex ante rates, not real, but com- 
modity rates. 

If the relative values of different things, e,g, of apples 
as against pears, are expected to be the same hence- 
forward as they are now, the rate of interest in respect of 

* Cf. The Theory of Interest ^ p. 44. 
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a loan of any assigned length must be the same whether 
it is expressed in tefms of any one or of any other of them. 
Foi^ were this not so, tltere would always be a prospect 
of profit from borrowing in one standard and lending in 
another. This, of course, holds good if one of our standards 
consists of money and the other of a representative bale of 
commodities gr, perhaps* better, of consumers* goods in 
general. If relative values are not expected to be the 
same in the future as they are now, interest rates in different 
things must clearly differ. Whatever relative values apples 
— I shall use them to repres^mt our bales — and money 
are expected to have at different dates in the future, given 
that the rate of interest in one of them is such-and-such, 
an equivalent rate in the other can be readily calculated 
from a generalised formula. For simplicity, however, we 
may confine ourselves to the very simple case in which it 
is expected that,nmmediately after the loan has been made, 
the money price of apples will change to a given extent, 
and will thereafter forever stand lit the new level. 

Consider first perpetual loans in respect of which no 
repayment of principal will ever have to be made. Let us 
suppose that the price is expected to change from i to 
It follows immediately that the money rate of interest on 
a perpetual loan must be p times the apple rate of interest. 

It is sometimes thought that the relation between 
interest rates in our tW) standards for loans of finite length, 
say n years, is more complicated. On the hypothesis, 
however, that the price of apples is expected to change 
from I to p immediately after the loan has been made and 
to remain constant over the period of the loan contract, 
this is not so. Thus suppose that the period of the loan 
is n years ; that i apple, or its equivalent i , is loaned now ; 
and that under the apple standard it is agreed that one 
apple, under the money standard that shall be handed 
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to the lender at the end of the n years as repayment of 
principal. Thesenwo repayments will not be equivalent. 
On the contrary, the repayment under the money contract 



Suppose then that each contract stipulated, apart from the 
return of principal, for a series of equal annual payments 
over the n years. In order that the two may be equally 
attractive, the value (whether in terms of apples or of 
money) of the annual payments must be larger with that 
contract under which the value of what is to be returned 
as principal .is smaller. The difference, however, is wholly 
due to the fact that compensation has to be made for the 
discrepant arrangements about what is to be handed over 
as principal. This compensation is a separate item, having 
nothing to do with interest. To get at the truth about 
that we must suppose an apple contract providing for a 
principal repayment of one apple and a money contract 
providing for a principal repayment, not of one, but of 
p pounds. The annual payments contracted for are then 
rates of interest and nothing else. To make the contracts 
equivalent, no matter what finite value n has, the rate 
proper to the money contract must be p times that proper 
to the apple contract, exactly as it would be if n were 
infinite, i.e. for loans in perpetuity. 

What has been said above is the truth, but it is not 
the whole truth. For, provided that apples can be held 
from one year to the next at a finite cost, there is a maxi- 
mum limit which p cannot exceed. Thus suppose that 
they can be so held at nil cost. Then it is impossible that 
apples should be lent at a rate of interest less than nothing. 
Now, if we write for the rate of interest in apples and 
R,„ for the rate of interest plus compensation in respect 
of principal, stipulated for on a one-year loan in money, 
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(i +ra)/ *(i +Rw). Hence p cannot be larger than 
(i + R^), or thcr"«xpect<;d |>roportionate rise in price, 
nagiely (^ - i), than-R^f — Thi 5 ; " Tt~" 5 hDuld be noted, does 
not entail that p cannot Ke^ larger than the money rate 
of interest as I have defined it, ■'nameT^tKan^the money 
rate exclusive of any element of compensation in respect 
of loss of principal. • 

On the strength of the foregoing analysis we find then 
that the commodity rate of interest is mechanically related 
to the money rate of interest in conju ncliuii with current 
expectations about future price levels. The case discussed 
above, in which the price level is^'expected next year and 
forever afterwards to be higher or lower than it is now by 
some constant percentage — say 20 per cent — is only a 
particular instance of a much more general rule. Obviously, 
if the price level is expected to be 20 per cent up next 
year and thereafter to go on rising, the commodity rate 
of interest will fall short of the money rate by more than 
it will do if prices are expected to undergo no further 
change. At the other extreme, if the price level is expected 
to stay forever the same as it is now the commodity rate 
and the money rate of interest must be identical. 

It will be recalled thal in the last chapter we ruled out 
from the main part of our enquiry situations in which the 
state of any of the governing factors there distinguished 
is expected to be different in the future from what it is 
now. It follows that, as regards that part of the enquiry, 
the price level cannot be expected to be different in the 
future. Hence there is no call to distinguish between the 
commodity rate of interest and the money rate. They are 
always equal to one another. This is unrealistic, but it 
greatly simplifies our task. 

There remains the difficulty that rates of interest 
proper (1.^. rates not encumbered by adjustments for 

F 
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incomplete repayment of principal) frequently differ 
widely for loans of different m^aturitfes. It is true that, 
in this country, cyclical variations being smoothed /^ut, 
short money rates and long-term rates on fixed interest 
securities moved very closely together over the sixty years 
that preceded, and also during the decade that followed, 
the first world war.* But over the period of the trade 
cycle short-term rates regularly underwent year-to-year 
fluctuations much wider than long-term vates and some- 
times, particularly in the years prior to 1890, not accordant 
with them in direction.* It is thus evident that the rate of 
interest is a- highly ambiguous concept. There is not, I 
think, any completely satisfactory way of dealing with 
this difficulty. Keynes* method was to set up a sort of 
representative rate of interest whose movements may be 
taken as typical of those of the ‘ complex of rates * ^ found 
in real life. Unless the argument is to become impossibly 
complicated, some such device as this, for all its dangers, 
is practically forced upon us. 



CHAPTER III 

MONEY INCOME IN RELATION TO THE VELOCITY 
OF CIRCULATION AND THE STOCK OF MONEY 
IN CIRCULATION * 

Money income* is equal in any period, as it were by 
definition, to the stock of money in circulation multiplied 
by what is commonly called the average velocity of its 
circulation over that period. Its magnitude i*s thus deter- 
mined primarily by the sizes of these two elements and 
ultimately by the influences on which these sizes themselves 
depend. If the stock of money in circulation is given, 
the factors that govern the velocity of circulation, if the 
velocity of circufation is given those that govern the stock 
of money in circulation, are all that matter. In fact, neither 
the velocity of circulation nor the stock of money in 
circulation can properly be regarded as given, so that 
both sets of factors matter. In the first division of this 
chapter I shall consider the velocity of circulation, in the 
second the circulating stock. 

I. The Income Velocity of Money 

• 

There are two senses in which the phrase velocity of 
circulation has been used, referring respectively to trans- 
action velocity and income velocity. In either case the 
term velocity suggests movement from place to place of 
physically distinguishable objects. Units of currency — 
coins and bank notes — are such objects. It is possible, 
in principle, by marking adequate samples of shillings, 
ten-shilling notes and so on, to obtain a statistical estimate 
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of the average velocity with which each kind of currency 
passes from hand to hand ; and estimates of this kind 
have in fact been made. But, when money is define4 so 
as to include bank money, which does not, of course, 
undergo physical movement, velocity of circulation cannot 
be interpreted or measured in this way. It represents, not 
a physical quantity at all, but a ‘ multiplier *. 

The two multipliers, transaction velocity and income 
velocity, are quite different from one another; for the 
reason that a great deal of money turnover is additional 
to, and lies outside of, money income. Thus consider the 
making and delivery to me of a pair of boots. The tanner, 
we may suppose, buys for money his hides from a farmer ; 
the boot manufacturer buys the resulting leather from the 
tanner ; the wholesaler the boots from the manufacturer ; 
the retailer buys them from the wholesaler and at the same 
time the service of transport for them from the railway 
company ; and finally I buy the boots from the retailer. 
The total amount of money entering into all these various 
transactions is very much greater than the money which 
I pay for the boots and which represents the sum of the 
contributions made on account of them to the money 
incomes of all the persons concerned in these transactions. 
For the purpose of the present enquiry, therefore, velocity of 
circulation means income velocity, not transaction velocity. 

This velocity, or ‘ multiplier \ ir respect of any year 
is — this is a tautology — the inverse of the proportion 
of their money income that people elect to hold on the 
average of the year as cash and bank balances or, more 
broadly, as money balances. Since we are here con- 
ceiving money income and real income in such a way 
that money income is the value of real income,* this is 

> For an elementary discussion of the relation between money income and 
real income compare my Income and Introduction to Economics ^ chap. i. 
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the same thing as saying that the income velocity of 
money is the ii^ersfe of the real balance that people choose 
to bold in the form of mdney divided by their real income, 
or, in ofher words, the inverse of the proportion of their 
real income to what they choose to hold in the form of 
money. To ask, therefore, by what influences the income 
velocity of money in circulation is determined is the same 
thing as to ask by what influences the inverse of that pro- 
portion is deterfhined. 

Now it is plain that, when the rate of interest is given, 
the amount of real resources .hat people choose to hold in 
the form of money must be such that the attractiveness 
of the marginal apple (apples being taken to represent goods 
in general) that is held in the form of money is equal to 
the attractiveness of the marginal apple that is held in 
the form of real capital. It must be such that the flow 
of non-material* benefit expected from the marginal apple 
held as money has the same attractiveness as the expected 
flow of money income in interest from the marginal apple 
held as real capital. This is so even though no new 
apples are being invested in one, or maybe in either, of 
these two uses, so that the marginal apple is marginal 
to a nil quantity being currently placed in either of them. 
Nor does it matter that there is no physical conversion of 
apples into money, but merely a valuation of money in 
terms of apples ; for, •from the point of view of an ordinary 
individual, when he buys money with an apple, he does, so 
far as he is concerned, convert the apple into money. Hence 
the amount of real value, and so, when real income is given, 
the proportion of real income, that people choose to hold 
in the form of money, depends partly on how much non- 
material benefit is yielded by the marginal unit of given 
quantities of real resources held in the form of money. The 
greater the non-material benefit that is so yielded, the more 
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resources people will choose to hold in the form of money 
in respect of any given rate of cnteresft — the smaller the 
income velocity of money will bef 

In this non-material benefit a very important element 
is the degree of convenience that the holding of any «th 
unit of resources in the form of money yields in obviating 
the need for barter, and so in facilitating exchange. How 
large this is depends in part upon the time intervals at 
which people are accustomed to receive "the purchasing 
power available for expenditure by them in relation to the 
time intervals between their expenditures. Thus, if the 
representative man of any group were paid £^6^ once a 
year and expended the same proportion of it every day, 
he would get more convenience from the marginal unit 
of any given average real balance than he would do if he 
were paid the same amount in daily portions of £i each. 

How large this convenience is depends also to an 
important extent on how far there are available, for 
facilitating exchanges, Effective alternatives to money. 
Now, a large part of real capital is not owned directly 
by individuals in the shape of physical entities, but by 
way of various sorts of paper claims. Thus the owner- 
ship of a motor works is shared out among ordinary share- 
holders with a residuary claim on the profits, preference 
shareholders and, not to trouble ourselves with legal 
niceties, the owners of debenture stock at fixed interest. 
More generally, real capital is to a great extent represented 
by commercial securities, some of which are readily, 
others less readily saleable for money in the market. 
There are, besides, claims against the government, which, 
though offset by indebtedness from the standpoint of the 
community as a whole, nevertheless are capital wealth to 
those who own them — War Loan securities. Treasury 
Bills and the like. These things are not money as we have 
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here definedit, but some of them can be turned into money 
with very little trouble anc^ expense ; they are near-money. 
Thys in actual life people have not simply the choice 
between holding resources in the form of money, which 
yields monetary service and nothing else, and holding 
them as real capital, which yields an annual material 
return but no monetary ‘service, t.e, is not liquid at all. 
They have a much more complicated choice among an 
extensive series of different embodiments of wealth : 
currency and bank balances on current account, that 
yield no material return but monetary services only ; bank 
balances held on deposit account, with a small material 
return and not quite so liquid ; Treasury Bills, which are 
very-near-money, with a very small material return ; 
longer-dated securities, less readily saleable and with a 
less assured selling price; and so on down to highly 
speculative securities or property, such as a house in an 
out-of-the-way district, which yield practically no mone- 
tary service. It is clear that, the more abundant and the 
more readily obtainable various kinds of near-money are, 
the smaller will be the convenience yielded to the repre- 
sentative man by the marginal unit of any given quantity 
of real resources held by him in the form of money. 

The amount of convenience yielded by the representative 
man's holding of the marginal unit of any given quantity 
of resources in this form depends further on the extent 
to which dealings between intermediaries are customarily 
worked through book credits. When a firm buys from 
one party and sells to another, bills drawn on its debtor 
may be passed forward to its creditor, so that money is 
required to discharge only one bill of a given amount 
instead of two. There are also in vogue many elaborate 
devices, such as the Stock Exchange Clearing House and 
the Railway Clearing House, for carrying still further this 
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method of economising the use of bank money ; so that 
on the established settling day% most •debts are cancelled 
out and only differences have to be directly met. All Jhis 
means that business men have less to gain by locking 
resources up in the form of money than they otherwise 
would have had. As against it, account must be taken of 
the large volume of speculative and otheiC business in- 
directly associated with industry that is done on the Stock 
Exchange and for which, of course, a 'money basis is 
needed. 

Besides yielding convenience in affecting exchanges, 
resources held in the form of money also serve as a 
protective covering to ward off unpleasant consequences 
in the event of sudden failures of expected receipts or 
sudden emergency calls, and to make provision for un- 
expected opportunities for profitable investment, to meet 
which by sales of non-monetary proper<:y might entail 
difficulty or loss. The general setting of industrial 
organisation is thus releviint here. It is, indeed, tempting 
at first sight to argue that, real income being given, what 
goes on inside the industrial machine operates only on the 
transaction velocity, not at all on the income velocity of 
money ; determining how many pounds of turnover a 
pound of income shall carry on its back, and nothing 
beyond this. But, though, no doubt, the internal organisa- 
tion of the industrial machine operates to a large extent 
on the ratio which the transaction velocity bears to the 
income velocity of money, it does not operate solely on 
that. If there are ten intermediary dealers, or manu- 
facturers, specialising in successive processes, who stand 
between the producers of a raw material and the pur- 
chasers of a final product, it is to be expected, in view of 
possible bad debts and so on, that a substantially larger 
real balance will be needed to bring the non-material 
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benefit yielded by the marginal unit of it down to what this 
benefit would be if theif were only one intermediary 
desjer. Plainly, as with oonvenience, so also with security, 
the larger the yield of it to be looked for from the marginal 
unit of any given quantity of resources held in the form of 
money, the more resources, in respect of any given rate of 
interest, people will hold In the form of money. 

The rate of interest acts on the income velocity of 
money, in the way indicated on page 77, as a counter- 
weight to the attractiveness of holding resources in the form 
of money. Evidently then, other things being equal, the 
higher the rate of interest is, the smaller, the amount 
of real balances that people hold will be. Hence, when 
real income is given^ the larger the income velocity 
of money will be. This velocity is thus an increasing 
function of the rate of interest. I should have wished, 
had it been practicable, to add something as to the 
probable form, or elasticity, of this function over relevant 
ranges. For, obviously, the moie elastic it is, the greater 
is the difference to the income velocity of money, and so 
to money income, that is made by any given difference in 
the rate of interest. Apart, however, from observing that 
the elasticity will be greater the more readily available are 
substitutes for money in the form of one or another kind 
of near-money, I am noc able to say anything about that.^ 

We are thus left with a simple picture of the income 
velocity of money as an increasing function of the rate of 
interest, the form, including the ‘ level of this function 
depending on the extent of the several sorts of non- 
material benefits derived from real resources held in the 
form of money. This, however, does not exhaust the 

* The analysis of this section is not inconsistent with current analysis 
by way of * liquidity preference It is, as It seems to me, a more convenient 
way of saying the same thing, based on an older tradition. 
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subject. There is another element, which, while we might, 
if we chose, reckon it among tl^^e influences which govern 
the form of our function, it is more convenient to treat, 
along with the rate of interest, as a variable under that 
function. We saw on page 78 that, the longer the intervals 
at which a man*s available purchasing power is paid over 
to him, the larger, other things being equal, is the attractive- 
ness to him of holding a largfe real balance in the form of 
money ; that is to say, the smaller, so far as he is con- 
cerned, the income velocity of money is likely to be. Now 
wage-earners in general receive, not only their money 
income proper, but also whatever purchasing power may 
accrue to them by way of transfers under the Unemploy- 
ment Insurance Acts and so on at substantially shorter 
time intervals than non-wage-earners. Hence, the larger 
the proportion of a community's expendable purchasing 
power that accrues to non-wage-earners^ the longer the 
interval between payments to the representative man will be. 
It follows that, other things being equal, the larger the pro- 
portion of the country's total expendable purchasing power 
that accrues to non-wage-earners, the smaller the income 
velocity of money will be. That is to say, the income 
velocity of money is a decreasing function of this proportion. 

There is still a difficulty to be considered. What is the 
significance of the size of the community's aggregate real 
income, in itself and independently otf such influence as it 
may exert indirectly through the rate of interest, on the 
income velocity of money ? It seems at first sight that, the 
larger real income is, the larger this must necessarily be. 
For the various influences which we distinguished in earlier 
paragraphs directly determine the amount of real resources 
that people choose to hold in the form of money, and this 
amount, other things being equal, obviously constitutes a 
smaller proportion of real income the larger real income is. 
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Here, however, other things are not equal. As real incomes 
become larger there* is mote work for resources held in the 
form of money to do, just as there is more work for those 
held in the form of a railway network to do ; so that any 
nth apple held in this form is more attractive than it used to 
be. In respect of a given rate of interest, therefore, real 
balances will be larger with larger than with smaller real 
incomes ; whence the income velo,city of money will not 
vary in as larg*e a proportion as real income does. It 
may, indeed, be that, when real income multiplies itself 
n times, the real balance which the representative man 
chooses to hold will also multiply itself n times. If this 
were in fact so, it would follow that, when real income 
varies, no effect is produced directly, t.e, otherwise than 
through the rate of interest, on the income velocity of 
money. It is, of course, unlikely that a relationship so 
convenient for analysis is exactly attained in real life. But 
we may, I think, fairly suppose that something is attained 
not very different from it ; that, Ss compared, for instance, 
with its dependence on the rate of interest, the dependence 
of the income velocity of money on the size of real income 
is not appreciably important. In any event we cannot tell 
whether, other things being equal, it will be made larger 
or smaller by enlargements in real income. I propose, 
therefore, to ignore this type of reaction. 

2. The Stock of Money in Circulation 

I see no reason to believe that in a closed economy, such 
as we have in view here,* the size of the community's 

‘ In an open economy under an international gold standard an enlarge- 
ment of real income in one country, by causing gold prices there to fall, 
would tend to attract gold from abroad .^d, by that route, increase the 
stock of money in circulation. (Cf. ante. Part II, Chap. I, p. 66, and poU, 
Chap. X, p. 124.) 
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aggregate real income has any direct bearing otherwise 
than through the rate of interest) on^the stock of money 
in circulation. As with the income velocity of money so 
here it can safely be left out of account. 

The stock of money in circulation, like the income 
velocity of money, may then, conveniently be conceived as 
a function of two variables, the" rate of interest and the 
proportion of aggregate purchasing power available for 
expenditure to non- wage-earners. " 

With a banking and monetary system such as ours, 
the stock of money in circulation will be larger the higher 
is the rate of interest ; that is to say, the stock of money 
in circulation will be an increasing function of that rate. 
This must not be interpreted to mean that the offer of 
higher rates of interest tempts the banks into allowing 
more money to circulate. Rather, the requirements of the 
community for more money consequent, for example, on 
the demand schedule for real investment having risen, 
when they are acceded tO; set in motion forces which impel 
the banks to raise their rate of interest correspondingly. 
Thus the order of events is, first, a rise (say) in the demand 
schedule for real investment ; secondly, and consequently, 
more expenditure in hiring labour accompanied by more 
employment ; thirdly, a drain from the banks into the 
circulation, which induces the banks to take action cal- 
culated to raise interest rates. This order is illustrated 
by the fact that in actual life upturns and downturns in 
employment and money income often precede by a year 
or more the associated turns in the money rate of interest.* 
Nobody, of course, denies that, if, when the demand 
schedule for real investment rises, the authorities choose 
to intervene and alter the function relating the stock of 
money in circulation to the rate of interest by, for example, 

* Cf. my Industrial Fluctuations ^ p. 33. 
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creating ne^ notes, they can secure that the stock of 
money in circulation is ^expanded without the rate of 
interest having to rise at *11. Here, however, we are con- 
cerned with what will happen if the aforesaid function 
stays put. 

How far the stock of money in circulation will expand 
in response to given upward movements in the rate of 
interest — whether the function is a slowly or a rapidly 
increasing one depends in large measure on the rules 
controlling the emission of additional currency. For 
larger quantities of bank money in circulation in general 
entail either higher prices ordarger purchases, to sustain 
which more currency is needed in people's pockets. If 
the rules allow extra currency to be provided fairly readily 
by new creations, a given rise in the rate of interest will 
evidently expand the stock of money (bank money and 
currency together) more than it would do if new creations 
of currency were either banned altogether or only per- 
mitted under severe restrictions* Thus, under an inter- 
national gold standard, since a rise in the rate of interest 
would bring gold into the country, and so allow an increased 
issue of currency, there would be a larger reaction than 
with a fixed-issue paper currency. 

We may pass then to our second variable, the propor- 
tion of expendable income held by non- wage-earners. If 
this is enlarged, the*proportion of bank money, as com- 
pared with currency, in circulation will also be enlarged ; 
for the representative non-wage-earner is sure to hold a 
larger proportion of his money in that form than the re- 
presentative wage-earner. That entails the withdrawal of 
currency from circulation into the banking system, where 
it stands as backing for a total of bank money in circula- 
tion several times as large as the withdrawn currency. It 
follows that the stock of money in circulation is an increase 



86 MONEY INCOME PT. ll 

ing function of the proportion of purchasing {power avail- 
able to non-wage-earners. This is ip contrast with the 
fact noted on page 82, that the income velocity of money 
is a decreasing function of that variable. 

There remains the level, or extension, of the function 
covering our two variables — whether, in respect of given 
values of these variables, the^ stock of money in circulation 
is larger or smaller — depends ultimately on the policies 
followed by the State and by the banking system, more 
especially by the Central Bank ; policies which, in this 
country, have been subject to a long process of historical 
development. Variations in the level of the function are 
liable to be brought about under a gold standard by gold 
discoveries, changes in the gold-reserve policy of foreign 
governments and so on ; under a paper standard by 
monetary policy and, in the last resort, by government 
decisions as to the size of the note issue^ Variations in 
these decisions entail, in my use of words, variations in 
the level of the function. 

* Thus, if a government decides to regulate the stock of money in such 
a way as to combat price variations, I say that the level of the function is 
moved about to that end. It is, of course, equally legitimate to adopt a 
different convention, as is in fact done in my Employment and Equilibrium, 
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THE DEMAND AND SUPPLY FUNCTIONS 
FOR REAL INVESTMENT 

If the future return expected from the investment of an nth 
pound’s worth of resources in any year was, say, ^ part 

of a in every subsequent year, the demand price in 
interest for an investment bf £n would obviously be 

^ part of 3L £, If the expected future returns are not 

uniform, but variable, this cannot be so. In that case — 
and this general case includes also the special case of 
uniform returns i— the demand price is such rate of interest 
that, if the expected future returns are discounted at it, 
their present value will be one »£. That is to say, the 
demand price is substantially equivalent to what Keynes 
called the marginal efficiency of n units of new invest- 
ment. It follows that the demand schedule for new real 
investment in terms of the rate of interest is the same 
thing as the schedule oi marginal efficiencies looked for 
from various quantities of new real investment. The 
existing stock of ca^tal being given, from our present 
point of view the quantity of new investment demanded 
may properly be regarded as dependent only on the rate 
of interest. That is to say, this schedule represents a 
function of that one variable.* The suggestion that it is 
also dependent upon the current volume of employment 
is discussed at length and in the end rejected in niy 
Employment and Equilibrium, 

■ Cf. General Theory ^ p. 135. 
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If in any period the cost of producing flie marginal 
machine, in terms of the quantity ofr consumption goods 
that have to be sacrificed for that purpose, is the same 
irrespective of how many machines are being produced, 
then, provided that capital is homogeneous, so that the 
machines produced this year are physically equivalent 
to those already existing, and provided that the annual 
output of machines is very small relatively to the exist- 
ing stock, it will follow that the demarid price for new 
investment in any year must be the same irrespective of 
the quantity of resources that are being invested ; in other 
words, the demand curve for real investment will be a 
horizontal line. This is notoriously out of harmony with 
common opinion. From a short-run point of view, in 
respect of periods of boom, the discrepancy is accounted 
for by the fact that, after a point, the equipment and 
labour specialised to making equipment will become so 
fully engaged that further output is bound to encounter 
increasing cost. There i*' also the further fact that capital 
is very far from being homogeneous, so that, when new 
openings come in sight, the existing stock of the particular 
sort of machines for which they call is in general not large 
— maybe it is very small — relatively to the annual output 
of these machines. In these conditions the marginal yield 
of, say, 2n new machines may well be much less than that 
of n new machines. The general result of these considera- 
tions is to confirm the widely held common-sense impres- 
sion that entrepreneurs will as a rule be prepared to 
devote more resources to real investment at lower than 
at higher rates of interest. In other words, the demand 
curve for real investment in general slopes downward 
from left to right ; though circumstances are conceivable 
in which it would be represented by a horizontal, and yet 
others in which it would be represented by a vertical, line. 
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The clasWcal economists, it is sometimes asserted, 
believed the quantky of ^eal income supplied for invest- 
ment to depend, like the«quantity demanded, on the rate 
of interest alone, and not at all on the scale of real income 
and so on the volume of employment. This assertion is 
not, I think, warranted ; and, so far as Marshall, who is 
commonly reckoned a classical economist, is concerned, it 
ignores the distinction, which he is careful to draw, 
between the desire and the power to save.* In any event, 
it is now generally agreed that the supply of real resources 
for investment in fact depends, not on the rate of interest 
only, but also on the scale 01 real income. Moreover, as 
I shall argue in a moment, the proportion of aggregate 
purchasing power available for expenditure to non-wage- 
earners is also relevant to it. Thus it is conveniently 
regarded as a function of three variables. 

About the relation of the quantity of real resources 
supplied for investment to the rate of interest there is 
not complete agreement among# economists. Stress has 
been laid by some writers on the fact that, out of a given 
real income, persons in certain situations might be willing 
to supply more real resources for investment in response 
to a lower than in response to a higher rate of interest. 
The conditions that must be satisfied in order that this 
should happen have been studied by Mr. Champernowne 
in an unpublished mathematical paper. His analysis, 
based, as it is, on plausible assumptions, may, I think, be 
taken to confirm Marshall’s broad conclusion that, though 
certain specially situated persons may act in this way, it is 
very unlikely that the representative man will do so ; he is 
practically certain to do the opposite. That is to say, the 
supply of real resources for investment is an increasing 
function of the rate of interest. About the other variables 

> Cf. Principles^ 5th edition, p. 236. 
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there is no need to hesitate. Everybody agrees that, other 
things being equal, the larger h^s reabincome is, the more 
resources a representative man (will be willing to supply 
for investment in response to a given inducement ; and 
there is considerable statistical evidence to the effect that 
the larger a man's real income is, the larger the proportion 
of it, not merely the larg<3rr absolute amount, he will be 
willing to supply.* It follows immediately that the supply 
of real resources for investment is an inoreasing function 
of the volume of real income.^ This being granted, it is 
an easy inference, since non-wage-earners are on the 
average substantially better off than wage-earners, that 
it is also an increasing function of the proportion of aggre- 
gate purchasing power annually available to non-wage- 
earners. 

About the influences affecting the * levels ' of the demand 
and supply function respectively there .is a great deal 
that might be said. But the main part of it lies outside 
the scope of a book on Dloney, and a few sentences will, 
therefore, be sufficient here. The level at which the 
demand function stands depends on business men's 
expectations about the returns to be had from different 
quantities of investment. These expectations in turn 
depend partly upon objective facts ; on whether previously 
known openings for investment have been filled or left 
free, because, for example, resources, which might have 
been invested, have been drawn away to finance a war, 

* Cf. Employment and Equilibrium, ist edition, Part II, chap, vi, § 21. 

* Real income for this purpose is best measured by potential consumption, 
i.e. the flow of consumption goods that would be forthcoming if all work- 
people were engaged in making those goods ; work-people engaged in off- 
setting wear-and-tear of capital equipment being reckoned as indirectly 
engaged in making consumption goods. Clearly real income in this sense, 
and not actual consumption, which, if the demand for real investment is 
expanded, will in some circumstances fall at the same time that potential 
consumption grows, is the relevant thing. 
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on how far inventions and technical advance are creating 
new openings, and on Ijow far, if at all, government 
coQtrols over investment are preventing resources from 
being turned into these openings. They also depend 
partly on the attitude of the people who direct investment 
towards objective facts, whether for one reason or another 
they are looking through rose-coloured or through 
darkened glasses ; whether those of them engaged in 
different occupadons expect that the prices of their product 
are going to rise relatively to those of other products or 
to money wages ; and so on.* But investment is not under- 
taken only by private persons. Government authorities 
are also large investors, the scale of their demands varying 
from time to time as public policy is directed, perhaps 
towards stabilising employment, perhaps towards national 
defence, perhaps towards some other end. Total invest- 
ment demand is -thus the sum of public and private demand. 
It can be affected by deliberate government action ; and 
that in spite of the fact that government demand is some- 
times a substitute for, rather than an addition to, private 
demand, as, for example, when a municipality builds a 
tramway that would otherwise have been built by a private 
company. The level at which the supplyTunction for real 
investment stands depends primarily^n psychological 
attitudes, which have grown up slowly but are also liable 
to be influenced by Current propaganda in favour of or 
against thriftiness. 

* There is nothing to prevent many entrepreneurs from entertaining this 
kind of expectation, while at the same time no entrepreneur expects the 
general level of prices to rise — an expectation the consideration of which 
we are excluding. (Cf. ante^ Part II, Chap. II, p. 73.) 
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MONEY INCOME AND DIFFERENCES IN THE 
DEMAND FUNCTION FOR REAL INVESTMENT 

In this chapter I propose to study the way in which 
money income will differ in situation B from what it was 
in situation A if all other things are equal but the demand 
function for real investment stands higher in consequence, 
for example, of a more optimistic attitude on the part of 
business men ; i.e, is such that, in respect of any given 
rate of interest, more resources for investment are demanded 
in situation B. 


I 

This problem is tackled most easily if we suppose, to 
begin with, that, in accordance with the view, sometimes 
attributed to the classical economists, which was referred 
to in the last chapter, the supply of real resources for 
investment is a function of the rate of interest only and 
not, as in truth it is, of other variables also ; and if, further, 
we ignore the fact that the income wlocity of money and 
the quantity of money in circulation are partly dependent 
on other things besides the rate of interest. On these 
suppositions, in the light of what was said in the two pre- 
ceding chapters about the form of the relevant functions, 
the analysis is easy and straightforward. 

Obviously, if the demand function stands higher in 
situation B than in situation A, the rate of interest must 
be higher in situation B. The extent to which it is higher 

92 
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will be largel* the more elastic is the demand function and 
the less elastic, in Tespec/ of the rate of interest, is the 
supply function. The pate of interest being higher in 
situation B, the income velocity of money and the stock 
of money in circulation must also both be larger in that 
situation. Each of them will be larger to a greater extent 
the more elastic is the function related to it. The extent 
to which either is larger is independent of the form of the 
other function.* That is to say, the consequences of 
differences in elasticity in the two functions are inde- 
pendent and additive.* The ratio of money income in 
situation B to that in situation A is equal, to the ratio 
of the income velocity of money multiplied by the ratio of 
the stock of money in circulation. At the same time, 
of course, the scale of real income and the proportion of 
expendable purchasing power available to non-wage- 
earners in situation B are also different from what they 
are in situation A. But on our present assumptions these 
differences do not react at all tupon the size of money 


' When, as is done on pp. 94'8, reactions through employment and the 
proportionate share of purchasing power in the hands of non-wage-earners 
are brought into account, this is, of course, not so. In the face of a given 
rise in the demand function for real investment it is still true, as in the 
simpler case, that, the more elastic is either the income velocity function or 
the circulation function, the more money income tends to rise ; but in this 
case, owing to the reaction through employment and the other variables, 
the less the rate of interest tends to rise. This entails that the stock of money 
in circulation increases less — on the assumption that it is an increasing 
function of the rate of interest — the more elastic is the function connecting 
the income velocity of money and the rate of interest. By parity of reasoning, 
the more elastic is the function connecting the stock of money in circulation 
with the rate of interest, the less the income velocity of money will rise. Thus, 
the more elastic one function is, the less is the difference made to the effect on 
money income due to a given change in the demand for real investment by 
a given enhancement in the elasticity of the other function. If both are 
made more elastic together the effect is less than the sum of the effects that 
would have followed from an enhancement in the elasticity of each of them 
unaccompanied by any change in the elasticity of the other. 
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income. They are, therefore, irrelevant to, /.nd need not 
be considered in connection it. 

2 

Let us next, still supposing that the income velocity 
of money and the stock of money in circulation are 
functions of the rate of interest only, allow that the supply 
of real resources for investment is dependent, in the way 
described in Chapter IV, partly on the scale of real income 
and partly on the proportion of expendable purchasing 
power in the hands of non-wage-earners. The conse- 
quences of a higher as compared with a lower demand 
function for real investment, that were set out in the last 
section, will then be modified through the reactions set up 
in these variables. Such reactions are, therefore, no longer 
irrelevant to money income, and it becomes necessary to 
examine them. That is the purpose of 'the paragraphs 
that follow. 

« 

The fact that the demand function for real investment 
stands higher in situation B than in situation A entails, 
or, rather in this case, makes it probable, that the rate of 
interest is higher, and, therefore, as before, that money 
income is higher.^ 

The fact that the demand function for investment 
stands higher in situation B at the^same time makes it 
probable, and this even though the rate of interest is not 
higher, that employment and real income are larger. 

As regards the proportion of purchasing power avail- 
able to non-wage-earners the issue is more complex. 
Apart from transfers, this proportion is the same thing 

* The relevant analysis is to be found in Part II, chap, v, §3 of my 
Employment and Equilibrium^ 2nd edition, together with the formula for 
dv 

in Table I of the Appendix to that book. 
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as the propdirtion of money income accruing to non-wage- 
earners and may, aa a firsj step, be taken as equivalent to 
it. * Granted then that a higher demand for real investment 
leads, via larger money income, to an enlarged wages 
bill and so to more employment, does it lead to a larger 
or a smaller proportion of real, and so of money, income 
accruing to non-wage-earners ? The conditions which 
must be satisfied in order that it may lead to a larger 
proportion could be set out mathematically. It is im- 
possible to say a priori whether or not these conditions 
are likely to be satisfied in facE There are, however, 
relevant a posteriori considerations. Considerable evi- 
dence exists to the effect that th e propo rtions ..otlineeme 
accruing to wage-earners and non-wage-earners respect- 
ively have over long periods, at all events tor this country, 
stood very stable in the face of large disturbances. Thus 
Dr. Bowley hsuB found that the proportionate share of 
British income going to property was very nearly the same 
in i8q8 and in 1824, at round ebout 37 per cent of the 
whole ; while the proportionate share going to manual 
workers over the whole period 1820--I835 was very nearly 
the same, from 40 to 43 per cent. Professor Douglas has 
obtained fairly constant proportions for other countries. 
Mr. Kalecki has brought together a table according to 
which the proportionate share of gross home-produced 
annual income going to labour in Great Britain 

inclusive was never less than 40*8 per cent 
and never more than 43 per cent.* This high stability in 
recent history does not, indeed, prove that the productivity 
function of labour will be, or indeed has been, of such a 
character that, the degree of monopoly in industry being 
given, differences in the vo lume of employm ent^ together 
with associated shifts in the share of it devoted to invest- 

* Cf. ray Employment and Equilibrium ^ ist edition, pp. 148-9. 
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ment, must leave the proportionate share of income accru- 
ing to non-wage-earners unafFec^ted. may be that what 
has happened is partly accounted for by shifts that l\ave 
taken place at the same time by a sort of accident in the 
degree of monopoly in industry. The historical facts do, 
however, suggest that moderate differences in these respects 
are not likely to be responsible for anything beyond small 
changes in the proportionate share of income accruing to 
non- wage-earners . • 

This, however, is not the end of the matter. For our 
concern is not with the proportion of money income 
accruing to non-wage-earners, but, as has been explained, 
with the proportion of aggregate purchasing power left 
available to them after account has been taken of transfer 
payments from them to wage-earners. In present condi- 
tions in this country this distinction is made important 
by the fact that unemployed persons receive substantial 
payments, drawn in part, indeed, from the incomes of 
wage-earners still in employment, but in part also from 
those of the taxpayers, and so of non- wage-earners.* This 
implies that, when employment is good, there is a smaller 
transfer of real income from non-wage-earners to wage- 
earners, when it is bad a larger transfer. If then, as 
we have seen reason to suppose, the proportionate share 
going to non-wage-earners pre-transfer is pretty much 
the same with good employment « as with bad, their 
proportionate share post-transfer must obviously be worse 
with bad employment. We may, I think, conclude 
with fair confidence that it will in fact be worse then ; 
that, when account is taken of unemployment insurance 
transfers, smaller employment will be associated with 
a smaller and larger employment with a larger pro- 

* For the purpose of our analysis it is convenient to regard employers' 
contributions to unemployment insurance as a part of the money wage rate. 
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portionate s^are of purchasing power left available to 
non-wage-earners. % ^ 

JNow we saw in Chapter IV that, other things being 
equal, the larger is real income, and also the larger is 
the proportion of aggregate purchasing power available 
to non-wage-earners, the more resources people will be 
willing to supply for investment in response to a given 
rate of interest; and, therefore, the lower the rate of 
interest and, therewith, money income will be. It follows 
that, with the demand function for real investment higher 
in a given measure in situation B than in situation A, 
money income in situation B is higher to a spialler extent 
in the conditions contemplated in this section than in those 
contemplated on pages 91-3. It is, indeed, conceivable 
that the rate of interest will not be any higher, nor money 
income any larger in situation B than in situation A; the 
whole response to the difference in demand made from the 
supply side taking the form of an expansion in employment 
and real income. But, with the money rate of wages given, 
extra employment would be impossible without a larger 
money wages bill ; and, unless money income were 
larger, this would require non- wage-earners’ money income 
to be smaller absolutelv — not merely proportionately — in 
situation B than in situation A. The conditions in which 
this could happen can be worked out mathematically. 
They are such that, k would, I think, be generally agreed, 
their occurrence is highly improbable. Moreover, British 
experience strongly suggests that, in an uncontrolled 
economy, relatively high demands for investment are in 
fact normally associated with relatively high rates of 
interest and money incomes. 
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So far we have ignored the fact that the income 
velocity of money and the stock of money in circulation, 
besides being dependent on the rate of interest, are also 
dependent on the proportion of aggregate purchasing 
power available to non- wage-earners ; the former being a 
decreasing, the latter an increasing function of that pro- 
portion. If the relation of the income^ velocity to the 
rate of interest is preponderant, the net excess of money 
income in situation B, as against situation A, will be 
smaller than we found it to be in the conditions supposed 
in the preceding section. If the other relation is pre- 
ponderant, it will be larger. It is not possible to say in 
general terms which of the two relations is likely in fact 
to be predominant. But it is reasonable to suppose that 
their combined effect on money incomes is in general 
slight. 



CHAPTER VI 


MONEY INCOME AND DIFFERENCES IN THE 
SUPPLY FUNCTION FOR REAL INVESTMENT, 
THE PRODUCTIVITY FUNCTION OF LABOUR 
AND THE ElEGREE OF MONOPOLY IN INDUSTRY 

In this chapter differences in three important influences 
from the ‘ real side ’ affecting the scale of mpney income 
will be considered. 

I The Supply Function for Real Investment 

It is easy to s^e that for the level of the supply function 
for real investment to stand higher in situation B than in 
situation A, that is to say for the quantity of resources 
offered for investment to be larger in respect of any given 
set of values of our variables,* must entail, contrary to what 
happens if the demand schedule function stands higher, 
that the rate of interest, and so money income, is lower. 
The consequences for money income of more thriftiness, 
i,e, more readiness to save, are thus opposite in character 
to those of an enlarged demand for investment, although 
obviously the consequences for the quantity of investment 
are similar in character. Thus, other things being equal, 
successful economy campaigns leading to greater thrifti- 

’ Some care is needed to avoid confusion here, because, if the quantity 
of investment supplied were regarded as a function of the rate of interest 
only, and represented by a curve in the corditions set out in the text, the 
curve in situation B would lie below the corresponding curve in situation A ; 
while, nevertheless, with my use of words, the level of the supply function 
would stand higher. 
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ness push money income, and therewith, if /money wage 
rates are maintained, the volu]jie of, employment, down, 
not up. The condition, other things being equal, rpust 
not, however, be forgotten here. If an economy campaign 
promotes business confidence and so enhances the demand 
for investment, its total effect may be favourable to money 
income. It is only if there is no such reaction on business 
confidence that it is necessarily unfavourable. There can 
be little doubt that in the period following the great slump 
of the early I930*s the campaign was pressed to a stage at 
which it was in fact unfavourable. 

2. The Productivity Function of Labour 

Three sorts of difference (in the sense of improvements) 
m the productivity of labour as between situations B and A 
have to be distinguished. First, technical developments 
may take place of such a kind that the part of the productive 
apparatus devoted to making capital goods is enabled to 
yield a larger output (say 20 per cent larger) of them than 
before with a given volume of labour and equipment, but 
the part of the apparatus devoted to making consumption 
goods is unaltered. Secondly, the part of the productive 
apparatus devoted to making consumption goods is enabled 
to yield a larger output than before, but not the part 
devoted to making capital goods. Thirdly, the parts devoted 
to making both sorts of goods become more productive in 
an equal degree. The first and principal stage in our 
enquiry is to ask how in these three cases the rate of interest 
will be affected. To make the analysis as simple as possible, 
I shall suppose that, in view of the smallness of an annual 
increment of machines compared with the standing stock, 
the (expected) future return from the marginal machine 
is the same for all practicable amounts of this increment ; 
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but that theicost of producing the marginal machine in 
terms of consumption goojfls is larger the more machines 
are.being produced. I ako assume that the productivity 
functions, as between situation A and situation B, only 
differ in such a way that marginal products are different 
in the same proportions throughout the relevant ranges.* 
This entails tljat such differences leave the proportion of 
income accruing to wage-earners and non-wage-earners 
respectively unaffected.^ 

In these conditions it is easy to see that, in the first 
of our three cases, when a technical improvement increases 
the quantity of machines into' which a unit of .consumption 
goods converts to m times what it was {m being > i) in 
respect of any quantity that may be produced, the quantity 
of resources demanded for conversion into machines in 

respect of a rate of interest — is the same as the quantity 

# fit 

that used to be so demanded in respect of a rate r ; which 
implies that more is demanded tfit a rate r than used to 
be demanded at that rate. Thus the demand schedule 
for real investment rises. Hence the rate of interest rises ; 
and hence money income must also rise. 

In the second case the whole apparatus, and, therefore, 
each machine in it, devoted to making consumption goods 
will, if no further change takes place, henceforward yield 
an annual flow of oonsumption goods, say, m times as 
large as before. But, since a unit of apparatus devoted to 
making machines only produces the same number of 
machines as before, the cost of production of any nth 
machine in terms of consumption goods will also be m 
times as large as before. It follows that the annual yield 
resulting from any «th unit of resources invested in machines 

* Cf. anle, Part II, Chap. I, p. 68 n. 

* Cf. post, Note II, p. 149. 
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is the same as it was before the change. Therefore, the 
demand function for real investmer>t is unaffected, and 
the effect on the rate of interest by way of that function 
is nil. Real income, however, is increased. This makes 
people ready to supply more resources for investment in 
response to any assigned rate of interest. The supply 
function is more extended. This forces the rate of interest 
down, and this leads to a reduction in money income. 

In the third case distinguished above, the technical 
improvement is supposed to affect consumption goods and 
capital goods in an equal degree. The opposed tendencies 
operating in the two preceding cases are thus both in 
play, and neither of them is necessarily predominant. The 
net effect on the rate of interest may, therefore, be either 
to raise it or to lower it according to the detailed character 
of the functions involved. Money income will then be 
larger or smaller according as the rate of .interest is raised 
or lowered. 

3. The Degree of Monopoly in Industry 

When the employer in any firm or occupation is in a 
position to exercise monopoly power, he cuts down output 
in such a way that there is a gap between the value of the 
marginal product that the labour which he employs yields 
to him and the money wage per unit that he pays to labour. 
It follows that, in respect of any given quantity of employ- 
ment in industry as a whole, the exercise of monopoly 
power carries with it a contraction in the proportionate 
share of total income (whether expressed in real or 
moneyed terms) that accrues to wage-earners. We may 
conveniently measure the degree of monopoly, or imperfect 
competition, present in the industry of any country by the 
inverse of the elasticity of demand for the output of the 
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representativ<| firm of the representative industry. It can 
be shown that, in rejpect of any given volume of employ- 
ment, the greater the deg/ee of monopoly in industry the 
smaller is the ratio, real wage rate to marginal product of 
labour. Hence, further, the smaller is the proportionate 
share of income accruing to wage-earners ; * and hence the 
larger the proportionate share of income, and probably also 
of expendable purchasing power, available to non-wage- 
earners. But, a^ we saw in Chapter IV, an enlargement 
in the proportionate share of expendable purchasing power 
so available leads to more resources being offered for 
investment in respect of any given rate of interest, there- 
fore to a fall in the rate of interest, and, therefore, to a 
fall in money income. The fall is made smaller than it 
otherwise would be by the fact that it itself induces a fall 
in the volume of employment, which pro tanto makes for 
an increase in tl^ rate of interest and so exerts an upward 
pressure on money income. The reactions on money 
income consequent on the effects produced by the changed 
distribution of expendable purchasing power on the income 
velocity of money and on the stock of money in circulation 
being partly self-cancelling, their combined effect on 
money income is, as was suggested at the end of the last 
chapter, probably slight. Granted that it may be neglected, 
the net effect on money income of an enlargement of the 
degree of monopoly iji industry must be to reduce it. 

* Cf. post^ Note III, p. 149. 
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MONEY INCOME AND DIFFERENCES IN THE IN- 
COME VELOCITY OF MONEY, THE STOCK OF 
MONEY IN CIRCULATION AND THE MONEY 
RATE OF WAGES 

It remains to examine the implications for money income 
of shifts, or differences, in what I have called respectively 
the income velocity function and the circulation function 
of money and in the money rate of wages — all these being 
differences, so to say, on the money as distinguished from 
the real side. 

I. The Income Velocity of Money 

Suppose that the incoi;ne velocity function stands higher 
in situation B than in situation A, so that, in respect of 
any given rate of interest and any given proportion of 
aggregate purchasing power in the hands of non-wage- 
earners, income velocity is larger in that situation. This 
means in the first instance a proportionately higher level 
of money income. But, the money rate of wage being 
given, that entails a larger volume qf employment. This 
reacts, as we saw in Chapter IV, to produce a larger supply 
of resources for investment and, consequently, a lower rate 
of interest. At the same time the reduced level of employ- 
ment is probably associated with a reduced proportionate 
share of purchasing power in the hands of non-wage- 
earners. On this account, too, the rate of interest will be 
pro tanto lower. Hence the actual income velocity of 
money in situation B will be raised above the correspond- 
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ing actual vflocity in situation A in a ratio smaller than 
that in which the income velocity function is raised above 
it. , In other words, whw allowance has been made for 
these secondary reactions, the income velocity of money 
in situation B will exceed its opposite number in situation A 
to a less extent than it would have done had there been no 
such reactions. At the same time, the rate of interest 
being lower in situation B than in situation A, the stock 
of money in ciinrulation will also be lower. Hence the 
proportionate excess of money income in situation B as 
compared with situation A will be smaller than the pro- 
portionate excess in the income velocity of mpney. There 
is bound, however, to be some excess. 

2. The Circulation Function 

Everything ^hat was said above about differences in 
the income velocity function of money holds good, mutatis 
mutandis^ of the circulation function ; and nothing further 
need be said. 

3. The Money Rate of Wages 

If it were true, in the manner supposed in the first 
section of Chapter V, that the supply of resources for 
investment is independent of real income (and so of the 
volume of employn«nt) and of the distribution of pur- 
chasing power between wage-earners and non-wage- 
earners, there would be nothing to prevent a rise in the 
money rate of wages from causing employment to fall as 
between two situations and at the same time leaving money 
income unaltered. But that hypothesis, as we have seen, 
does not agree with the facts. Hence, if a higher rate of 
money wages entails less employment, it must, through 
the mechanism illustrated in earlier chapters, make the' 
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rate of interest higher and, thereby, also piake money 
income higher. It has, indeed, beep suggested that a 
higher rate of money wages need not entail less emplpy- 
ment, and that in that case money income will be left 
unaltered. On the assumption that none of the other 
governing factors undergoes change, this suggestion is, 
as I think, clearly mistaken. For, if employment is left 
unchanged, this implies that both real income and also 
the proportionate share of purchasing power available to 
non- wage-earners are left unchanged. In that event, 
however, there is nothing to make money income or the 
money wages bill change. Hence, with the money rate 
of wages increased, it is impossible for employment to be 
unchanged. Analogous reasoning shows that it cannot 
be increased. Therefore it must fall. But, as we have 
already seen, if it falls, money income must increase. 
An exactly parallel argument holds good s^bout the conse- 
quences of reductions in the money rate of wages. How 
large a proportionate vari^ation in money income a given 
proportionate variation in money wage rates will bring 
about is determined by the whole set-up of the system. 
It will be larger the more a given change in employment, 
and so in real income, affects the supply of real resources 
offered for investment at a given rate of interest, the less 
elastic is the demand schedule over the relevant range for 
real resources for investment, and thermore elastic are the 
functions connecting the income velocity of money and 
the stock of money in circulation with the rate of interest.^ 

‘ A point of interest bearing on the relation between a money and a real 
economy may be added here. When in either kind of economy wage- 
earners try to push wages up, it is presumably real wage rates in which they 
are ultimately interested. Now in a real economy they act directly on those 
rates and, if the pressure they exert succeeds, they are bound to force them 
up. In a money economy, however, they cannot aim directly at their goal, 
but only indirectly through the money rate of wages. By forcing this up, as 
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It remains to take n^te of the special case in which 
the volume of employment is rigidly fixed either (i) by 
force majeure or (2) by the demand and supply functions 
for real investment having certain abnormal characteristics. 

The case of force majeure is simple. If employment is 
already full — apart from frictional unemployment associ- 
ated with imper/ect mobility — no shift in money income 
or in the money rate of wages can alter it in an upward 
direction, while shifts on less than a certain scale can occur 
without altering it in a doWi ward direction. 

The other case may be set out thus. If the demand 
for real investment is absolutely inelastic, as may happen 
or almost happen in periods of deep depression, the 
quantity of employment for investment is by that fact 
held fixed irrespective of variations in the rate of interest. 
This does not by itself imply, as is sometimes supposed, 
that aggregate employment is held fixed. For it is not 
incompatible with variations in the quantity of employ- 
ment for the service of consumption ; a lower rate of 
interest combined with a larger real income serving to 
keep the quantity of resources supplied for investment 
fixed. If, however, besides the demand for real invest- 
ment being absolutely inelastic, the supply is also absolutely 
inelastic in respect, of the rate of interest, so that the 
quantity of resources supplied for investment is the same 

we have seen, they make money income rise at the expense, in general, of 
making employment fall. But this need not in all circumstances entail that 
their desire to force up real wage rates is accomplished. On the contrary, 
in conditions of imperfect competition, where increasing returns arc com- 
patible with stable equilibrium, the fall in employment may be associated 
with so large a rise in prices that the real rate of wages is lower than it was 
before. 
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at all rates of interest, this quantity cannot |pe kept fixed 
in the face of a change in real inconrve. Therefore, since 
it has to be kept fixed, real income, and so employm^t, 
is also fixed. Thus, for employment to be fixed in this 
manner, there is required, not only an absolutely inelastic 
demand for real investment, but also an absolutely inelastic 
supply in respect of the rate of interest. This is a very 
special combination of conditions, unlikely to be attained 
completely even in very deep depressions, and need not 
be considered further. 

Suppose then that, employment being fixed by force 
fnajeurCy the proportionate share of real, and so of money, 
income accruing to non-wage-earners is also fixed. It 
follows that, with the money rate of wages given, money 
income cannot be varied. This implies that a shift 
(difference) in the income velocity function must carry 
with it such a change in the rate of interest as causes the 
stock of money in circulation to vary inversely with the in- 
come velocity of money ; ,*and conversely. A shift in the 
money rate of wages in like manner must entail such a 
shift in money income (income velocity multiplied by the 
stock of money in circulation) that money income divided 
by the money rate of wages is not varied. 

When, however, employment is fixed by force majeure^ 
this does not in fact carry with it fixation of the proportion- 
ate share of real (or money) income accruing to non-wage- 
earners. This is not now determined, as it is in normal 
conditions, by the volume of employment (in conjunction 
with the form of the productivity function). Adjustment 
to a contraction in money income or an expansion in 
money wage rates can, therefore, be made through a fall 
in the proportion which aggregate income bears to the 
wages bill, the ratio, wages bill divided by money rate of 
wages, remaining unaltered. 
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MONEY INCOME AND COMBINED CHANGES 

In the preceding chapters attention has been concentrated 
on the consequences for money income of differences in 
the state of one only of the governing influences dis- 
tinguished in Chapter I, all the others being assumed to 
remain fixed. In actual l^fe it may well happen that 
several of them are varied together. Then the total effect 
on money income will be equal to the sum of the separate 
effects of the several disturbances. If, when several types 
of disturbance are combined, this were always, so to speak, 
accidental, nothing further would need to be said. But 
in fact two important types of disturbance, namely varia- 
tions in the money rate of wages and variations in the 
stock of money in circulation,* are susceptible in some 
degree of deliberate organised control, so that they can, 
and sometimes do come about as a reply to other 
disturbances. Thus, if one of these is tending to make 
employment bad, the public authorities may try to offset 
this by bringing about in one way or another an increase 
in the stock of money in circulation.* Again, if one of 
them is tending to make employment good, wage-earners 
push harder than usual for higher money wage rates and 
employers' resistance is relatively weak ; and per contra^ 
if one of them is tending to make employment bad. 

Apart from the limiting case described at the end of 

‘ I do not include here action by public authorities designed to stabilise 
the demand for investment, because such action is directed to prevent a 
variation in one of the governing factors from occurring, not to cancel the 
consequences of such a variation by modifying a different governing factor: 
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the last chapter, expansions in the stock 9f money in 
circulation and contractions in the moiysy rate of wages are 
both in their degree stimulants %o enhanced employment 
and, if introduced alongside of disturbances which threaten 
to bring about reductions in employment, should make 
the damage done smaller than it would otherwise have been. 
This does not, of course, mean that it would be feasible 
in practice, by manipulating one or other of these elements, 
to make employment — apart altogether fnom frictions and 
imperfect mobility — even approximately stable. It takes 
time for either sort of manipulation to bring about its 
appropriate reaction ; with the result that, since the fore- 
sight of manipulating authorities is always imperfect, 
corrective action must be somewhat laggard. Moreover, 
this difficulty carries with it another. Should the pursued 
stop or slow down, the pursuer is very apt to overshoot 
his mark. Thus the monetary authority,, and the same 
thing would be true of a general wage authority if one 
existed, in setting itself tp stop a boom, may unwittingly 
initiate a slump ; and conversely. The less carefully the 
authorities watch the signs of the economic climate and 
the less swiftly they react to them, the larger will be the 
extent to which their efforts are frustrated and the less 
nearly they will succeed in keeping employment stable. 
Complete success is impossible. This would be so even 
if it were always practicable to undertake these kinds of 
manipulation without causing people to expect further 
manipulations presently ; to cut wage rates, for example, 
without making them anticipate additional future cuts, 
thus creating expectations which themselves react on 
employment. In so far as that is not practicable the 
authorities* task is rendered by so much the more difficult. 

This, however, is a digression. For the present pur- 
pose what matters is that, when a disturbance in one of 
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our governing factors threatens to make employment 
larger or smaller, this fact is liable to evoke associated 
disturbances in the circu^4tion function of money and (or) 
in the money rate of wages, that pro tanto offset the 
threatened change in employment. When, in the face of 
a fall in employment, the counteracting movement is an 
upswing in the circulation function of money, money 
income is niade larger than it would otherwise have been ; 
per contray whep money wage rates are cut, it is made 
smaller. 



CHAPTER IX 


THE RESPONSIVENESS OF MONEY WAGE RATES 

In this chapter I shall confine attention to the second type 
of counteracting movements distinguished in the last, that 
is to movements in the money rate of wages. Suppose 
that something (other than a shift in the money rate of 
wages itself) is threatening to lower (or to raise) employ- 
ment. If the disturbing influence is a movement in the 
demand or supply function for real investment or in the 
productivity function of labour, or in the income velocity 
of money, or in the stock of money in circulation, it acts 
through a decrease or increase in money income. If it 
is a change in the degree of monopoly in industry, it is 
accompanied by a decrease or increase in money income. 
These results were established in Chapters VI and VII. 
Hence for money wage rates to go up in response to 
bettered, and down in response to worsened, employment 
entails that they go up in response to increases and down 
in response to decreases in money income. This implies, 
in accordance with what was said in Chapter VII, section 3, 
that, in the face of a disturbance in any of our governing 
factors, money income is expanded or contracted more than 
it would be if money wage rates did not respond at all. 

To get further than this, we need a new concept, the 
degree of responsiveness of money wage rates in relation to 
money income. What precisely in regard to any assigned 
period of time does this signify? If a governing factor, 
other than the money rate of wages itself, differs, or, if we 
prefer it, changes in some specified way between two situa- 
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tions A and B, and the money rate of wages is not altered 
in consequence, money income will be affected through the 
processes described in thg* preceding chapters to a speci- 
hab'le extent. In these conditions the responsiveness of 
the money rate of wages may, everybody would agree, 
properly be called nil. If, on the other hand, the money 
rate is altered, that rate is responsive in some degree. This 
degree may be measured by the induced percentage change 
in the money ra^te of wages divided by the percentage 
change in money income which would have occurred had 
the responsiveness of the money rate of wages been nil. 
We have no right to conclude i^hat the degree of responsive- 
ness so defined will be the same for potential shifts of 
money income of different sizes. But it is reasonable to 
suppose that, the more responsive money wage rates are 
in respect of one size, the more responsive they will also 
be in respect of other sizes. Hence it is not improper to 
speak of the money rate of wages being more or less re- 
sponsive in a general way. We can, however, only specify 
the degree of responsiveness in regard to potential shifts of 
a given size. In order, therefore, to carry out a detailed 
analysis it is necessary to focus attention upon such a shift. 

Suppose that, as between two situations A and B, one 
of the governing factors (other than the rate of money 
wages) so differs that, with nil responsiveness on the part 
of money wage rate^ money income in situation B would 
be larger to a given extent than in situation A. If money 
wage rates are responsive in any degree to this change in 
money income they must rise. This must lead to a con- 
traction in employment, therefore to a decrease in the 
supply of resources for investment, therefore to a rise in 
the rate of interest, and, therefore, to a further increment 
of expansion in money income. Thereupon money wage 
rates respond by rising a second time and so inducing yet 
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another increment of money income ; and so on forever. 
A rough sketch of what happens can be provided thus. 
Suppose that, with nil responsiveness on the part of money 
wage rates, money income would have risen from I to 
(i + a)l. Make the simplifying assumption that over the 
range relevant to us every increment k\ to money income 
evokes an increment mk^ in the money rate of wages, 
m thus measuring the responsiveness of the money rate 
of wages ; while every increment Al in the money rate of 
wages causes money income to expand by an increment 
pAl. It is then easy to see that in the final position the 
money rate of wages will have increased from its initial 

level by ma{i , . . 

and money income by 

a{i + pm + p^m?" + ...} = j 1 

In limiting cases this formula obviously agrees with common 
sense. Thus, no matter ^yhat the value of />, if w =o, that is 
to say if wage responsiveness is nil, money income under- 
goes the same percentage change, namely ultimately as 
initially. Again, if/ =o, that is to say, if the induced change 
in the money rate of wages leads to no secondary change 
in money income, the same thing is true. Finally, if, per 
impossibile, m and p are both equal to unity, so that each 
upward movement in money income induces an equal 
percentage upward movement in money wage rates, 
and conversely, money income will go on expanding to 
infinity ! These results are sufficiently plausible to warrant 
us in drawing out the implications of our formula in more 
ordinary cases. If the responsiveness of money wage 
rates is full, while what we may call the inverse responsive- 
ness of money income, namely /, is i, the ultimate per- 
centage rise in money income will be \a ; with p equal 


w 
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to i it will ; with p equal to f it will be 3a. If the 
responsiveness of mojiey wage rates, namely /n, is f, the 
ultiijiatejncreases in mon^y income for these three values 
of p will be \a and \a respectively. Always except 
when / =0 the ultimate rise in money income will be larger 
the more responsive money wage rates are. 

How responsive then are they likely to be in fact ? At 
once we are checked by a difficulty. Even when the 
variations in a governing factor (other than the rate of 
money wages) affecting money income are given, the 
responsiveness of money wage rates is not a single thing 
measurable by a single figure. It is liable to be different 
according to the length of time for which the new level of 
the factor affecting money income has been held, and will 
probably be more marked the longer the period that we 
have in view. Thus, when we speak of the responsiveness 
of money wage fates to changes, or differences, in money 
income being such-and-such, there is an implicit reference 
to some specifiable period of tiipe. If we could always 
specify precisely the period relevant to whatever problem 
we have in hand, our analysis would be clear-cut. But 
in fact there are here no hard lines. We cannot even use 
the distinction sometimes drawn between the so-called 
short period, in respect of which stocks of equipment are 
supposed to be fixed, and longer periods ; for within the 
short period so understood there will be sub-periods for 
which the responsiveness of money wage rates is different. 
Inevitably, therefore, any picture we can fashion must be 
somewhat blurred. None the less, a useful distinction to 
work with is that between the sort of period that is relevant 
to trade cycle analysis, three or four years, and long-period 
trends. 

Let us begin with the trade cycle period. What can be 
said about responsiveness from this standpoint? This is 
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roughly the inverse of ‘ stickiness * in monqy wage rates. 
No general discussion of the relevai^t facts is practicable 
in a book of this kind ; for, o^ tcourse, money ws^e r^tes 
are responsive in different degrees in different countries at 
different times. I shall, therefore, confine myself to an 
account, perforce very brief and sketchy, of the influences 
at work in this matter in Great Britain. 

As is well known, there is a strong resistance on the 
part of wage-earners to downward pressures on money 
wage rates. For a variety of reasons, rather than consent 
to money wage rates falling, wage-earners prefer to put 
up with a substantially increased measure of unemploy- 
ment. Their will and their power in this matter have 
both been greatly strengthened by the development of 
unemployment insurance and assistance Unemployment 
does not now drain Trade Union funds in the way that 
it used to do, while, at the same time, »the situation of 
unemployed persons is very much more favourable than 
in pre-insurance days. < The forces operating to make 
money wage rates sticky against upward movements of 
effective demand are less powerful. None the less, 
employers, largely out of fear that wage increases granted 
in good times will not be allowed without a stiff fight to 
fall again in subsequent bad times, may be expected to 
put up considerable resistance to demands for current 
increases. Thus money wage rates are sticky against 
upward as well as against downward movements, though 
probably in a less degree. 

Though sticky, however, there is abundant evidence 
that they are far from rigid, i.e, totally unresponsive. Their 
general tendency is to follow movements in effective 
demand with movements of somewhat smaller amplitude 
and after some delay. On account of the time-lag they 
may continue to rise for a few months after money income 
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has turned c^own, thus accentuating the turn-down in 
employment. Thereafter they will follow money income 
dov^, tJ^e downward mcwement this time perhaps con- 
tinuing after money income is turned upwards again, and 
so helping employment to recover. The fact that during 
downward movements of the trade cycle employment in 
general declines and in upward movements expands 
progressively is evidence, for what it is worth, that money 
wage movements»do not merely lag behind, but are also, 
as has been claimed above, of a smaller amplitude than, 
the corresponding movements of money income. 

It is plain that this stickiness in money, wage rates 
will be pro tanto lessened if they are bound by a mechanical 
link to money income, so that they are forced to move to 
some extent in accordance with it. Linkages of greater 
or less stringency have often been arranged over fairly 
short periods by^eans of sliding scales connecting money 
wage rates with prices, in particular with that group of 
prices represented by the Ministry of Labour’s cost-of- 
living index. In 1722, during the period of rapidly 
fluctuating prices that followed the first world war, the 
wages of some three million wage-earners were being 
regulated by cost-of-living sliding scales. This number 
had declined by to one and a half millions. But in 
1746, after the second world war, the Ministry of Labour 
stated that “ 2,750,000 wage- and salary-earners are 
covered by collective agreements which provide for the 
adjustment of wages in correspondence with movements 
in the present cost of living index ” ; * though many of 
these persons also had their wage rates modified on occa- 
sions by means of war bonuses introduced either by agree- 
ment or under arbitration.^ These linkages of money wage 
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rates with the cost-of-living index need not pntail linkages 
with money income. If the cost of, living is deliberately 
stabilised by means of various, subsidies they cfi,nnof do 
so. But in the absence of this sort of manipulation they 
often will. 

In any event, however, mechanisms of this character are 
little more than channels of action. The causal influences 
at work are the psychological attitudes of work-people and 
employers in conjunction with their conaparative strategic 
strengths. In this country at the present time there can 
be no doubt that over a wide field these influences make 
strongly in favour of stickiness — against any high degree 
of responsiveness — of money wage rates to variations in 
money income from the standpoint of trade cycle periods. 
This pro tanto restricts the extent to which money income 
fluctuates in response to disturbances initiated otherwise 
than in the money rate of wages itself ; v?hich implies that 
it enhances the extent to which employment fluctuates. 

From the standpoint of long-term trends we have to 
do with a different kind of situation. This is most clearly 
seen if we set before our minds two stationary states alike 
in all respects save that in one of them money income 
is larger than in the other. It can hardly be supposed 
that this superficial monetary difference will cause the 
volume of employment in the one to be larger than in 
the other. Assuredly wage-earners^, having infinite time 
at their disposal, will look through the sign to the thing 
signified, and will so adjust money wage rates to money 
income that the volume of employment is about the same 
in both. This does not, of course, imply that in actual 
life, with an unchanged population of working age, the 
volume of employment on the average, when cyclical 
variations are smoothed out, must be approximately 
constant. Wage-earners may be thought of as ready to 
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accept on the^ average a certain percentage of unemploy- 
ment as the price of^ maintaining a certain level of real 
wag|5 rates. But the chosen proportion will be larger if, 
for example, unemployed wage-earners are maintained to 
a substantial extent at the expense of non-wage-earners 
than if the whole burden of maintaining them falls on other 
wage-earners.* . 

Apart from changes of this kind we might reasonably 
expect a priori that money wage rates would so adjust 
themselves as to keep the average percentage of employ- 
ment over good and bad times together substantially 
unchanged ; as it was in fact substantially unchanged in 
this country during the sixty years before . This 
implies that the money rate of wages is, in the long run, 
fully responsive to variations in the wages bill\ which, 
in turn, implies, except as regards shifts in the degree of 
monopoly in indi;stry, which are liable to induce substantial 
changes in the ratio between wages bill and aggregate 
income, that it is not far from fully responsive to variations 
in money income. 

* It is thus suggestive that the substantially higher level of unemployment 
in this country in the inter-war period, as compared with earlier times, was 
coincident with a greatly expanded system of State-aided insurance against 
unemployment ; though the diffiv.ulties experienced in our export industries 
and the reluctance of employees there to move out of them into others no 
doubt played an important part. 

* By reason of this consideration I am myself very sceptical of the widely 
held opinion that a permanent redistribution of wealth by State grants in 
favour of the poor would be a remedy for or a palliative of unemployment. 
Such a redistribution, by diminishing the supply of real resources for in- 
vestment, might, indeed, be expected to bring about a rise in the rate of 
interest, therefore to increase money income, and, therefore, unless money 
wage rates are adjusted, to increase employment. Since money wage rates 
are sticky, the immediate impact of such a policy would almost certainly 
accomplish that. But, when things had srttlrd down, money wage rates 
would be adjusted ; so that, as a long-run anti-unemployment policy. State- 
enforced redistribution of this kind, however desirable it might be for other 
reasons, has little to be said for it. 



CHAPTER X 


MONEY INCOME IN RELATION 
TO FOREIGN BUSINESS DEALINGS 

So far our analysis has proceeded as thofjgh we had to do 
with an isolated and closed community, no account being 
taken of international relationships. As everybody knows, 
in real life these relationships not only exist but play a 
very important part in the economic life of many countries, 
and in a special degree in that of Great Britain. When a 
country is in business contact with an outside world the 
allocation of labour and other resources inside it are 
certain to be different from what they ^yould have been 
otherwise. In general there will be a greater degree of 
specialisation and a larger real income. Here, however, 
our concern is not with these things ; rather, with the fact 
that whatever happens from time to time to money income 
is, or may be, affected in important ways by these relation- 
ships. On the one hand, disturbances, which would have 
taken place even though the country had been completely 
isolated, may be made by the fact that it is not isolated 
to work themselves out differently from what they would 
otherwise have done. On the other hand, a number of 
disturbances, which, had we remained in isolation, could 
not have occurred, may now occur and may affect us in 
important ways. Under both these heads what happens 
is likely to be substantially different according as our 
country’s money is or is not tied to the money of the out- 
side world (which for simplicity we may regard as a single 
unit) by means of a fixed exchange parity, whether estab- 
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lished through an international gold standard or in some 
other way. What follows falls into two parts. The first 
will the impficatighs for money income of inter- 

nation^ business contacts on the assumption that our 
money is different from foreign monies and that the rate 
of exchange between it and them is not tied, but free. The 
second will ask what difference will be made to these 
implications if our money is tied to foreign monies by a 
fixed exchange parity. 


I 

Under the former head let tis begin with disturbances 
inside this country of a kind that could occur even if it 
were completely isolated. Such disturbances may be 
initiated either on the real side — shifts in the demand 
function for r^al investment, in the supply function for 
this, in the productivity function or in the degree of 
monopoly in industry — ; or on ^the money side — shifts in 
the income velocity function of money, the circulation 
function or the money rate of wages. 

Disturbances on the real side, as we saw in an earlier 
chapter, cause the rate of interest here to rise or fall, and, 
through that, money income to rise or fall. But the move- 
ments in the rate of interest here affect the outside world. 
If the rate rises, capital is encouraged to flow here, and if 
it falls, discouraged. As a consequence, the rise or fall 
in the rate of interest and, consequently, in money income 
is in a measure damped down. 

Disturbances initiated on the money side — our money 
being independent — cannot set up any international 
reaction directly. But they can do this indirectly, because, 
as we have seen, they affect the rate of interest. Thus an 
expansion in the income velocity function or in the circula- 
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tion function of money causes money income to increase 
and the rate of interest to fall. Thereupon foreign capital 
is discouraged from coming herCf; so that the faU^n the 
rate of interest is checked and the effect on money income 
damped down. Again a fall in the money rate of wages 
leads to increased employment, reduced money income 
and a lower rate of interest. This discouragement against 
foreign capital flowing here damps down the fall in the 
rate of interest and thereby also at once the fall in money 
income and the rise in employment. 

Thus in all the cases distinguished so far the existence 
of international contacts damps down^ that is to say, 
reduces the scale of, movements in money income here. 

Consider next disturbances outside this country of a 
kind that could occur even if the country were completely 
isolated. It is evident that disturbances in this group 
initiated on the real side must affect the ^i^ate of interest 
abroad directly ; while those initiated on the money side 
— except equi-proportionpte shifts in money income and 
money wage rates — will do this indirectly by first affecting 
real happenings. But a disturbance in the rate of interest 
abroad must affect the tendency of capital to flow to or 
away from here ; thus affecting the rate of interest here 
and so money income. Thus in respect of these dis- 
turbances the existence of international contacts taken by 
themselves always promotes variations in money income 
here. 

There remains a third type of disturbance, i,e, dis- 
turbances which could not take place at all if this country 
and the rest of the world were isolated from one another. 
These disturbances consist in shifts in our demand for 
foreign goods in terms of our goods and in foreign demand 
for our goods in terms of foreign goods. When a shift 
in our demand for foreign goods takes place in consequence 
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of a shortagje or excess in the production of something 
here, e.g, of an abnormally good or bad harvest or of a 
co^l st;;^e, the fact of fq/eign markets being available to 
act as a cushion checks the movement of interest rates that 
would otherwise take place here and so damps down the 
consequential movement in money income. But shifts in 
our demand for foreign goods originating otherwise than 
in this way, £ig, through changes in taste, and all shifts 
in foreign demand for our goods must evoke shifts in our 
real income, so in the rate of interest and so in our money 
income. That is to say, in these cases the existence of 
international contacts promotes movements of money in- 
come here. 

In the light of this analysis it is plainly impossible to 
decide a priori whether, for a country with an independent 
money, the establishment of international contacts tends 
preponderantly^ to stabilise or to destabilise money income. 
The answer in any given situation depends on the detailed 
circumstances. 


2 

Turn now to the second part of our enquiry. Given 
the fact of international business contacts, how will the 
reactions on money income here brought about in various 
ways be different if our money, instead of being, as we have 
so far supposed, independent of foreign monies, is rigidly 
linked to them, or to the most important of them, at a 
fixed exchange parity by an international gold standard or 
some other device of similar effect ? The essential fact is 
that, whereas, with independent monies, the circulation 
function of money here — the stock of money in circula- 
tion in respect of any given rate of interest — cBnnot be 
affected at all by international contacts, under a fixed 
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parity system it must be affected. It must so adjust itself 
that prices, at all events the prices of ^oods tliat enter into 
international trade, allowance l^ing made for ^sts^of 
transport, will be substantially the same here as elsewhere. 
This implies that the effect on our money income of any 
disturbances which, with independent monies, would cause 
the price level to change here, will be damped down 
through an induced international movement of money ; 
while any disturbances which, with independent monies, 
would cause the price level to change abroad will, through 
such a movement, promote shifts in money income here. 

With these broad results as background it may be of 
interest to consider more in detail three particular cases. 
First, if an increase takes place here in the money rate of 
wages, money income, as we saw in Chapter VII, moves 
in some degree in the same direction, and this pro tanto 
restricts the associated variation in employment. If our 
money is linked to foreign money this reaction is less 
marked than it is with £yi independent money, because, 
in the former case, but not in the latter, the consequential 
rise in prices here tends to drive our money abroad. This 
helps to explain why it was that, until comparatively 
recently under Keynes' influence, economists paid very 
little regard to the reactions that reductions in the general 
level of money wage rates produce on money income or 
effective demand. So long as the international gold 
standard was functioning freely, this sort of reaction was 
probably, in view of the influences we have been describing, 
quite small. Just as a cut in bricklayers' money wage 
rates would only affect the money demand schedule — to 
be distinguished sharply from the quantity demanded — 
of bricklayers' services very slightly, so a cut in money 
wage rates in general confined to one country would only 
affect very slightly the aggregate money demand schedule 
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for labour ioithat country. Hence economists, in neglecting 
these reactions, werp not jeriously astray. With the break- 
down the internatioiial gold standard, however, the 
damping-down effect of reactions abroad upon shifts in 
money income here was greatly weakened. In these 
conditions the response of money income to variations 
in the general level of the country’s money wage rates 
would be much more marked. To leave it out of account 
would threaten,* no longer a trivial, but, it might well be, 
a very serious error. Thus the instincts of the nineteenth- 
century economists and also at a later date Keynes* 
conflicting instincts may both have been appropriate to 
the conditions of their time. The reader should note in 
this connection that, whereas, with other types of disturb- 
ance, if fixed exchange parities are superimposed on 
international business contacts, money income and employ- 
ment here are# affected in the same sense, with wage dis- 
turbances they are affected in opposite senses ; money 
income being pro tanto stabilised, but employment thereby 
destabilised. 

Secondly, should foreigners for any reason become less 
anxious to buy our exports or, on account, for example, 
of the onset of an industrial depression, suffer a falling off 
in productivity in respect of their own export goods, they 
will not offer such favourable terms for our exports as 
before. Nor will the terms be so favourable if British 
desires for foreign goods are enhanced or British power 
to buy them, on account of improved productivity, is 
enhanced. If our money is not tied to foreign monies 
disturbances of this kind may be met by shifts in the rate 
of exchange between, say, sterling and dollars propor- 
tionate to those that have occurred in the terms of trade. 
But, if our money is tied to foreign monies at a fixed 
exchange parity, what will happen should the terms of 
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trade for any reason be turned against us 0 the extent, 
let us say, of lo per cent ? This entails that in the new 
equilibrium our prices, at all eTents the prices goods 
relevant to foreign trade, must be lo per cent lower than 
before relatively to foreign prices. This condition would be 
satisfied without British prices altering at all provided that 
foreign prices rose lo per cent. But, in view of the 
economic predominance of the United States, the presump- 
tion is that the main part of the adjusting change would 
take the form of a downward movement in our prices, 
brought about by a substantial outflow of money and so a 
substantial fall in money income here. Of course, if, as 
has been happening recently, with the rate of exchange 
fixed, there is a general inflationary situation in the 
United States, prices here need not fall at all, but, on the 
contrary, may rise — in an appropriately smaller degree 
than United States* prices.* But this is a separate matter 
and we do not want to mix up two problems. 

Thirdly, suppose that a disturbance initiated on the 
side of money takes place abroad. If our money is not 
tied to foreign monies, it will not affect money income 
here provided that, as will happen if money wage rates 
and money income abroad alter in equal proportions, it 
does not give rise to any real disturbance. But, if our 
money is tied to foreign monies by a fixed parity arrange- 
ment, a monetary disturbance abroad must affect money 
income here, even though it does not lead to any real 

’ This combination of circumstances has led to a curious conflict of 
opinion, some writers suggesting that current circumstances would warrant 
a ^iS-valuation, others that they would warrant a r^-valuation of sterling in 
terms of dollars (an increase in the number of dollars against which a pound 
sterling is sold by our authorities). If what is aimed at is to keep the prices 
of British-produced goods stable, a rise in American prices less than pro- 
portionate to the rise from her point of view in the terms of trade should entail 
a de-valuation, one more than proportionate to this rise a re-valuation of 
sterling. 
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change abroad. Thus, if the price levels of the rest of 
the world are raised, in consequence, for example, under 
a^gol^J^ standard, o^ the^Miscovery of new gold mines, the 
output 'bf which is not sterilised,^ money income here must 
presently move up in the same proportion as price levels 
elsewhere. This is not to say that they must move up 
in the proportion in which price levels elsewhere would 
have moved up if this country had not existed. Because 
it exists the out§ide price movement will have been damped 
down to some, though, again in view of the predominance 
of the United States, probably not to a great extent. That, 
however, is a minor matter. The essential point is that, 
in whatever proportions prices do change elsewhere, British 
prices in the conditions supposed must change in a roughly 
similar proportion, money flowing out or in, in whatever 
quantity is required to shift money income here enough 
to bring that about. 

The last three paragraphs are a digression from the 
main theme. Before embarking on it we had distinguished 
between two sorts of disturbance, those acting primarily 
on domestic and on foreign prices respectively. We saw 

* During the inter-war period a great deal of the gold that flowed into 
the United States was ste»'i’*sed, i.e. prevented by policy from forcing up 
money income in the normal manner. But the most striking application of 
sterilising technique in recent times had to do with the large money balances 
— hot money — that were frequently transferred under the influence of 
political rumour from one country to another. To cope with this there were 
accumulated in the first in this country and afterwards in the United 
States, large funds of dollars and sterling in Exchange Equalisation 
Accounts ; these funds being rigidly isolated from the stock of circulating 
money, so that variations in their volume had no effect on money incomes. 
They served as vats into which hot money entering the country could be put 
and from which, when it presently left the country, it could be drawn. There 
was no difference in principle between this device and the normal commercial 
device of filling gaps in the balance of indebtedness that were known to be 
temporary by the use of bank paper. It was in actual fact adopted in this 
country after we had * gone off * gold, but its use is, of course, compatible 
with the maintenance of an international gold standard. 
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that, with the former sort, the establishment of a fixed 
exchange parity tends to stabilise mon^ income here, 
while with the latter it tends to c|pstabilise it. W^annot 
say a priori^ but only with reference to particulataetailed 
conditions, whether disturbances of the one or of the other 
sort are likely to be larger or more frequent, and whether, 
therefore, when a system of fixed exchange parities is 
superimposed upon international business contacts, the 
effect on our money income will be preponderantly a 
stabilising or a destabilising one. 

3 

Since the close of the first world war the impact of the 
United States, with its enormous economic power, upon 
world economy has been much stronger than before. The 
experience of the great slump of the early^ I730*s, which 
originated there, fostered the belief that that country’s 
economy is subject to exceptionally violent income and 
price fluctuations. As a consequence, many people have 
come to believe that, as things now are, to maintain a 
rigid exchange parity between sterling and dollars would, 
on the whole, make for instability rather than for stability 
in money income here. It is also feared that, if we were 
to suffer an internally induced depression, the maintenance 
of rigid exchange parities would seriously handicap any 
attempt we might wish to make to combat it by means 
of an expansionist monetary policy, because most of our 
newly-created money might be sucked away in pa5rment 
for extra imports or immobilised in foreign-held balances. 
On the basis of considerations such as these it is widely 
argued that, whatever may have been the case fifty years 
ago, in present conditions the maintenance of fixed ex- 
change parities, as under the international gold standard. 
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would be unfavourable to the economic interests of this 
country. ^ 

y*, however, in order ^6 insulate itself, Great Britain 
were to a’ilopt a system of completely free exchanges, it 
could only do so at substantial cost. The uncertainty 
and variability of the value of sterling in terms of foreign 
money would seriously handicap our external trade. For, 
though it is easy for traders to insure against exchange 
fluctuations whem there is some basic parity about which 
exchange rates oscillate, where there is no such basic 
parity that is not at all easy. In any case it is bound to 
be expensive, and the expense is a barrier against trade. 
Nor is this all. If one country adopts a free exchange 
system others may be tempted to do the same ; and 
political pressure, exerted on behalf of the several countries* 
export industries, may set going a process of competitive 
exchange depreciation, leading to continuous, rapid and 
world-wide inflation of incomes and prices ; — out of the 
frying-pan into the fire ! 

For these reasons it is now generally held that, though 
a return to the extreme rigidity of the old international 
gold standard is in present conditions undesirable, never- 
theless exchange rates ci» jht not to be left helpless victims 
of every wind that blows. Once the general long-run 
balance of international trade has somehow been restored, 
they should be fixed, within reasonably narrow limits, 
outside of which no country should be free to pass simply 
of its own motion ; wider changes, if circumstances so alter 
as to make them prima facie desirable, only being per- 
mitted with the consent of an international authority estab- 
lished by multilateral treaty. This is the fundamental idea 
underlying the Bretton Woods agreement. 



CHAPTER XI 


war-time inflations 

It is characteristic of war-time — the history of the two 
world wars in many countries provides rabundant proof — 
that money income is always expanded and, also in some 
degree, inflated in the sense defined in Part I, Chapter III. 
In the earlier stages of a war, when the slack normal to 
peace-time is being taken up, unemployment disappearing 
and people who would normally be at leisure coming into 
income-yielding activity, a substantial proportion of the 
expansion is likely to be balanced by increased work on 
the part of productive agents. The inflation will be a 
good deal less than the expansion. But, when once war 
gets fully into its stride^ there is little scope for taking up 
further slack. Whatever further expansion in money 
income takes place after this stage has been reached will 
be inflationary expansion : in a long enough war expansion 
and inflation become substantially the same thing. 

Up to a point the process of such inflations is very 
similar to what happens in a strong industrial boom, 
associated with the development, say, of railways or of 
electrical appliances, and fortified by gathering optimism 
on the part of business leaders. There, too, we find expan- 
sion of money income and inflation of it taking place 
together, the inflation being less than the expansion in the 
earlier stages and nearly or quite equal to it in the later. 
None the less, there is a very important difference on the 
monetary side between peace-time booms and war. Peace- 
time booms are, in general, subject to a restraining force, 
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which, if nothing else meanwhile interferes, must ulti- 
mately bring them Ip an end. As money incomes rise, 
and, therewith, either prices or the quantities of things 
bought, people need more and more currency in their 
pockets for the conduct of ordinary business. But in 
modern banking systems there are always blocks or brakes, 
which limit the volume of currency that may be issued ; 
and in peace-time governments and Central Banks have 
in the past been* extremely chary about tampering with 
these. Hence after a time, to protect the reserves of 
currency and ensure that these shall not fall short of 
what is required to enable all valid cheques to be cashed 
when presented, the banking system must force up rates 
of discount and sell securities in the market, persisting in 
these practices till the boom is brought to an end. In 
war-time nothing like this can happen. The government 
needs money foom the banks and if, as an indirect con- 
sequence, people require more currency, it is bound, on 
pain of its war effort breaking^ down, to authorise the 
creation of more currency. This dam, so formidable in 
peace-time, is in war-time completely swept away. So 
long as war lasts there is no chance whatever that the 
inflation will be broug’.t to a halt, or even to a pause, 
by impact on it. 

Among inflations or inflationary expansions of money 
income in their war-time manifestations there may be 
distinguished three forms, or rather three aspects, which 
may be generated and developed separately, or may, two 
or all three of them, be combined together. I shall call 
them respectively deficit-induced inflation, wage-induced 
inflation and galloping inflation. I am not wedded to 
any of these names ; but the distinguishing characteristics 
which they are supposed to represent are important, and 
to have some names for them is useful. 
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Consider first deficit-induced inflation.^ In war-time 
the government is bound to undertake very large expendi- 
ture for war purposes. It enVeavours to rais^funcjs to 
meet this expenditure by taxes and loans (not themselves 
financed by new money) from the public. It may happen, 
however, that the public, being unwilling to reduce its 
consumption and private investment sufficiently far, does 
not provide it with enough funds to enable it to purchase 
a sufficient share of the available real resources. To fill 
the gap the government possesses itself of new money 
created for it by the banks, with the help of which it is able 
to obtain control of whatever share it chooses. So long as 
government expenditure exceeds the yield of taxes and 
loans (not themselves financed with new money) from 
the public, more and more new money has to be created 
and the upward movement of money income must con- 
tinue. 

An almost inevitable concomitant of this is a rise in 
the money rate of wag^s. Up to a point that rise is a 
pure defence mechanism, through which wage-earners, 
when aggregate money income is moved up, secure that 
their own money income shall rise in the same proportion 
as other people’s, thus preventing real income from being 
transferred from them for the benefit of non- wage-earners. 
This sort of rise is not either itself a cause of new money 
being created or a secondary stimulus making the amount 
created larger than it would otherwise have been. Thus, 
if aggregate money income is raised by lo per cent through 
the creation of new money, the fact that, employment 
being constant, wage -earners’ incomes are raised by 
lo per cent along with the rest, instead of other people’s 
being raised by more than lo per cent, has no tendency 
to evoke yet more new money or to cause aggregate money 
income to rise again. 
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Turn next to wage-induced inflation. Wage-earners 
in war-time niay ask for increases of pay to offset rising 
prices vhen these are d^e to diminished productivity. 
This, it iftust be clearly understood, is quite a different 
thing from the diminished production of civilian goods 
which ' results from resources being diverted away from 
them to war uses. So long as no new money is created, 
that does not make the prices of civilian goods rise, 
because, to match the decrease in these goods, there is a 
corresponding decrease in money income available to 
spend on them. Diminished productivity is diminished 
yield of goods for a given quantity of resources engaged in 
producing them. It is bound to come about in war-time 
on account of the forces of destruction and obstruction 
which are then let loose. This is particularly true in a 
country like England, where a great deal of what people 
consume is produced, not directly, but indirectly by means 
of exports exchanged for foreign goods brought here in 
ships. If 10 per cent of our imports are sunk on the way, 
this means, in effect, that the efficiency of productive 
resources engaged in making the exports with which to 
buy them is reduced by 10 per cent. Thus, even if there 
is no increase in money mcome, prices are likely to rise ; 
so that wage-earners are strongly tempted to ask for higher 
money wage rates. If wage rates for all industries were 
negotiated in common, the knowledge that increases in 
them would entail increases in general prices might act 
as a powerful deterrent. But in fact wage rates are negoti- 
ated separately in different industries ; and the effect of a 
wage increase in any one of them taken by itself on general 
prices would be small. Hence the prospect of it will not 
influence negotiations much. One or two industries thep 
are likely to ask for and secure rises. Thereupon workers 
elsewhere seek parallel rises, so as to maintain their old 
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relative position. This stirs up those who secured wage 
increases first to new efforts, and a sno^frball effect is 
generated. Indeed, even apart^from this, in vie\j; of^the 
strong strategic position in which war places them, 
they might well ask for them. Now it was shown in 
Chapter VII that in noi^al conditions, with the income 
velocity function and the circulation function of money 
given, money wage rates (for work of given quality) could 
not be forced up without employmer\jt being reduced. 
But in war-time it is proper to assume that increased wage 
rates will not be allowed to evoke unemployment. Hence 
wage rises are a cause of new money being created and 
so of a rise in money income and prices. If then 
money wage rates are raised again to offset income and 
price rises, the same effect is repeated ; and so on for- 
ever. 

It is important to realise that this type of inflation may 
arise and develop even though the government is financing 
the whole of its expenditure out of taxes and loans from 
the public (not themselves financed by new money) — 
what a recent Chancellor of the Exchequer conveniently, 
despite the fact that all savings, if savings at all, must be 
genuine, called “genuine savings It cannot, therefore, 
be prevented by the government refusing to finance itself 
by creations of new money. Granted that full employ- 
ment is to be maintained, the forcing up of money wages 
in the way described above must lead to higher costs, 
and so to larger incomes backed by new money, which, 
if it is not created for the government, must be created 
for private persons. The only way in which this type of 
inflation can be prevented is by stopping the upward race 
of wages against prices. 

What, then, is a government confronted with this 
situation to do ? Some critics claim that the problem is 
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simple ; increases in money wage rates have merely to 
be forbidden by law. Provided that no new money is 
being created for other rea^ns, this will, no doubt, accom- 
plish its purpose. But it is not politically practicable to 
allow at all events the poorest class of wage-earners to 
suffer even those cuts in real income that are the ‘ natural * 
consequence of a war-induced decrease in productive 
efficiency. The State can only hope to prevent increases 
in money wage rates if it either makes grants to specially 
poor persons (e.g. through children’s allowances), or, by 
means of subsidies, prevents the prices of things needed 
by them, in regard to which productive efficiency has 
diminished, from being raised in correspondence with their 
money costs. Either of these policies entails State expendi- 
ture. If this expenditure can be financed out of genuine 
savings — so called — the inflationary movement is suc- 
cessfully stopped. Suppose, however, that it has to be 
financed out of^ new creations of money. Then wage- 
induced inflation is stopped and deficit-induced inflation 
substituted for it. There are two advantages in this. 
First, the rate at which new money has to be created 
under the deficit-induced inflation, which is the same at 
the outset as the amount that had to be created under 
the supplanted wage-induced inflation, will remain con- 
stant, whereas with the wage-induced inflation it would 
grow continually larger, because wage increases entail 
price increases, which in turn lead to further wage increases. 
Secondly, deficit-induced inflation can be arrested by 
filling up the deficit, whereas wage-induced inflation, 
unless the chasing of wages after prices is prevented, 
cannot be arrested by any means whatever. 

There remains galloping inflation. As we have seen, 
money income depends, not only on the total stock of 
money in circulation, but also on the frequency with which 
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a representative unit of it appears as income, that is to 
say, upon its income velocity. In ordinary ‘circumstances 
this velocity is stable within •reasonably narrow limits. 
But in war-time, as also in the difficult pcfiods that 
immediately follow wars, this stability may completely 
break down. If money incomes move at more than a 
certain speed and prices do the same, people become dis- 
trustful of money. There thus comes into play a type of 
influence which in the formal analysis pf earlier chapters 
was ruled out of account.* People expect that more and 
more money is going to be created — that the circulation 
function of money is going to rise and go on rising. Hence 
there takes place a flight out of money into goods, that 
is to say a great increase in income velocity, and so a rise 
in money incomes much more rapid than the associated 
rise in the stock of money. There is a fever, which, so 
to speak, feeds on itself ; every rise in prices entailed by 
rising income carries with it more distrust, a more rapid 
flight from money and a further rise in incomes and prices ; 
this in turn making necessary more and more rapid 
creations of new money to finance the enlarged costs of 
government purchases. This cumulative movement is 
still inflation. But it is an especially virulent type of it 
deserving a special name. After what degree of severity 
a primary inflation, whether wage-induced or deficit- 
induced, will turn into galloping inflation depends on the 
temperament and past experience of the people concerned. 
It is probable that a much higher degree of severity would 
be needed in this country than in one of the many that 
were recently victims of a currency break-down. But even 
here a primary inflation, no matter though it were associ- 
ated with a fairly substantial increase in activity and out- 
put, that involved a doubling of money income in two or 
> Cf. anie, Part II, Chap. I, p. 66. 
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a quadrupling in four years of war, might be dangerous. 
On the other hand, with one entailing a 50 per cent rise in 
money income in two yearL*and a 100 per cent rise in four 
there would be little risk of the inflation beginning to 
gallop. Obviously an inflation that does gallop is an 
extremely serious thing. As the experience of Germany 
and other countries in the 1920’s abundantly showed, it 
may well be the harbinger of chaos. If it were to set in 
during the actual course of a war it might entail dis- 
organisation so great as to make military victory impossible. 
Thus, when the need to fill government deficits or the 
upward pressure of rising wage rates generates an inflation, 
the crucial question is whether that inflation' is or is not 
large and rapid enough to give rise to a flight from 
money, and so to evoke galloping inflation. 

Let us suppose for simplicity that wage-induced inflation 
has been effectively controlled, whether by being trans- 
formed into deficit-induced inflation or otherwise, or, at 
all events, that it has been reduced within narrow limits ; 
so that deficit-induced inflation is the only type of primary 
inflation with which we have to deal. On this basis, con- 
sider a situation in which the income velocity of money is 
roughly constant at about 2, i.e, in which the money 
income of six months is about equal to the stock of money 
in circulation — more or less, the normal pre-war situation 
in England — ; and then suppose that over a period of four 
years the money income of each six months has to be 
supplemented, to meet the exigencies of war, by creations 
of new money bearing equal proportions to the then 
existing stock of money in circulation. In what degree, 
in the absence of any flight from money, will money 
income have expanded ? The answer to this question, 
for any given proportion of new money creations per six 
months, can be expressed in the simple formula set out 
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below.* This yields the following inferences. If the govern- 
ment takes command, by issues of new mdney, over one- 
half of the productive resources of the country, in each 
six-monthly period, money income must double every six 
months ; standing after two years of war at 16 times, 
after four years at 256 times its original amount ! . If the 
share of the country’s resources, of which the government 
takes command every six months by this means, is one- 
quarter, money income will be multiplied by 3*2 at the 
end of two years, by 9*9 at the end of four. With the share 
at one-sixth the corresponding multipliers are 2*i and 
4*3 ; at one-tenth 1*5 and 2-3 ; at one-twentieth i-2 and 1*5. 
Clearly then more than one-twentieth of the country’s real 
income could be absorbed by the government annually for 
war purposes via new money without appreciable risk of 
galloping inflation ; as much as one-quarter could not be. 

The practical inference is plain. A government en- 
gaged in total war and anxious to secure itself against 
galloping inflation must continually press to obtain the 
bulk of the money that it needs from the public by taxes 
or loans — taxes or loans not themselves furnished by 
the public out of new creations of money. To this end it 
may obstruct, through systems of rationing, priorities, 
licences, prohibition of new private capital undertakings 
and so on, alternative uses for private funds. By issuing 

* If - be the fraction of the country’s real income continuously absorbed by 
n 

the government through the creation of new money, and r be the number of 
six-monthly periods during which this has happened, money income will stand, 

on the assumptions here adopted, at ^—7^^ times its original amount. In 

this method of attack certain assumptions are involved which are very un- 
likely to be realised in practice. But the substitution of alternative more 
complex and perhaps more plausible assumptions makes much less difference 
than might at first sight be supposed. 
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various types of war loan adjusted to the tastes of different 
classes of peofile it may encourage subscription to them. 
It may either openly* or the form of taxes on which 
reimbursement is promised after the war, raise forced 
levies. It may — though there is much to be said against 
this — offer high rates of interest. It may appeal to 
patriotism and adopt all manner of propagandist devices. 
About the detail of what it can most usefully do there 
may well be differ, ences of opinion. But the broad lines 
are plain. Resort to all other means of keeping itself in 
funds should be pressed ; rescrt to creations of new money 
under no matter what guise, whether by the government 
itself or by the people from whom it collects funds, should 
never be allowed to play more than a small part in pro- 
viding for its needs.* 

> Some parts of this chapter are taken from my article on Types of 
War Inflation ** in the Economic Journal^ 



CHAPTER XII 


A CHEAP-MONEY POLICY 

Under this title I do not include the policy of making 
money cheap in periods of depression ^nd dear in periods 
of boom, so that the average level of money rates over 
good and bad times together is not much affected. The 
purpose of that policy is to make money income and, 
through that, employment more stable than it would 
otherwise have been. I mean the policy of holding the 
representative money rate of interest (or, better, the com- 
plex of rates), on the average and on the whole substantially 
below the level at which it would have stood in the absence 
of intervention ; the policy, in brief, which Mr. Dalton, 
as Chancellor of the Exchequer, explicitly undertook to 
pursue. Such a policy has obvious attractions for State 
Treasuries, since it at once enables the existing floating 
debt to be financed cheaply, keeps low the cost of new 
government borrowings and enables the annual charge 
in respect of old borrowings at high interest, when the 
date at which they become repayable arrives, to be reduced. 

In the last paragraph I was careful to speak of the 
representative money rate of interest. It is important to 
realise that, when a government engages in a cheap- 
money policy in our sense, and, to carry that through, 
forces down short money rates {e,g, by offering Treasury 
Bills very cheap), it cannot in general depress the repre- 
sentative money rate nearly as much as it does short money 
rates. This is well illustrated by the fact, that, whereas 
in this country over a long period prior to. 1729, when 
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there was no question of a cheap-money policy, the yield 
of consols and the market rate of discount on three-months 
billsk were on the averagf of good and bad times very 
nearly th^ same, from 1731 onwards, when the cheap- 
money policy first won favour with the Bank of England, 
short money rates were never above i per cent and long 
rates never appreciably below 3 per cent.* Holding short 
money rates at a very low level is an instrument of cheap- 
money policy, but the degree to which the complex of 
rates as a whole moves is for our purpose the significant 
thing. 

It is always in the power of the State to keep the repre- 
sentative money rate of interest down by making it illegal 
for people to invest in some undertakings in which they 
would have liked to invest. In an all-out war such restric- 
tions are sure to be imposed so as to prevent urgently needed 
real resources {rom being withdrawn from the war effort 
to uses which, from a national standpoint, are less essential. 
In the aftermath of war, when njany forms of reconstruc- 
tion work are called for, there is much to be said for con- 
tinuing these restrictions. State action of this kind cuts 
down the demand for investment, or, more accurately, 
cuts down the part of that demand which is allowed to 
manifest itself in action. The root purpose of such 
policies is to prevent scarce resources from being dissipated, 
so that they may be conserved for essential needs. A 
necessary consequence is that money interest rates do not 
rise so high as they would otherwise have done. But this 
is an incidental consequence. The object of the restrictions 
is to make investable resources available where they are 
chiefly needed, not to keep money interest down. Though, 
therefore, they serve as important props to a cheap-money 
policy when they are used alongside of it, they are not a 
Cf. anU^ Part II, Chap. II, p. 74 n. 
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part of that policy, as I understand it her^. That policy 
could be operated, or, at all^evenfs, attempts could be 
made to operate it, quite independently of them. To bring 
out its essential character I shall assume in wliat follows 
that it is in fact being operated without any accompanying 
restrictions upon permitted investment, or rather — since, 
if investment abroad were completely free, the policy 
would almost certainly break down — upon permitted in- 
vestment at home. 

Let us, to make things clear, imagine that public policy 
is directed to hold the representative money rate of interest 
below the level at which it would normally stand, say at 
2 per cent in conditions such that, apart from this inter- 
vention, it would have stood at 4 per cent. The monetary 
authority, we suppose, announces that henceforth its 
agents, e.g. the Bank of England, will always lend money, 
created, if necessary, for the purpose, not merely for short- 
but for long-term loans, at that rate of interest ; and that 
it is proposed to go on expanding the stock of ‘money to 
any extent that that policy may require. It is beyond 
doubt that, by this procedure, the monetary authority, if 
it wishes and if its profession of intentions is believed, has 
power to hold the money rate of interest down to 2 per cent. 
For, when anybody, able to offer suitable security, can 
borrow at this rate from the central source, he will not 
be so foolish as to pay a higher rate elsewhere. Supposing 
then that the policy succeeds in its purpose, we have to 
investigate its implications. 

It may perhaps be thought at first sight that, while the 
money rate of interest is made different from and lower 
than it would normally have been, the rate expressed in 
terms of any chosen bale of commodities — the commodity 
rate, to speak broadly — will be unaffected ; so that, if, 
for example, both these rates had previously been 4 per 
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cent, the money rate will be brought down to 2 per cent, 
while the commodity rate will be the same as it would 
ha\5(e been if the money ^ate had not been doctored. In 
Chapter H, as the reader may remember, it was observed 
that for the main part of our enquiry, differences between 
money and commodity rates of interest would not need to 
be taken into account because we should not be considering 
disturbances that entail expected future shifts in any of 
our functions and so expected changes in prices. For the 
purposes of this chapter that limitation does not hold. 
For the adoption of a cheapr money policy is likely, on the 
face of things, to create an expectation that the circulation 
function will presently be modified ; so that the com- 
modity rate and the money rate of interest are not tied 
together. Hence the suggestion made at the beginning 
of this paragraph cannot be rejected out of hand, but 
must be considered on its merits. Now, we saw in 
Chapter II that the commodity rate cannot be greater 
than the*money rate unless it is expected that prices in the 
future will be less than they are now. But, should the 
government adopt a cheap-money policy, this is much 
more likely to create an expectation of rising than of 
falling prices, because of the likelihood that it will lead 
to an increase in the stock of money in circulation. Hence, 
instead of the commodity rate of interest not being cut 
down as much as the money rate, it is likely, if anything, 
to be cut down more. 

It is plain then that an enforced reduction in the 
money rate of interest will cause more real resources to be 
demanded for investment. To meet this extra demand, if 
no effect is produced on aggregate employment, either 
because employment is already * full * in a literal sense 
or for any other reason, the extra resources for investment 
will necessarily be raised at the expense of consumption. 
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There will be ‘ forced levies * from consumers for the 
service of investors. In so far as employment is increased 
relatively to what it would have*Jbeen otherwise, consugip- 
tion will not be depleted by forced levies, but^the extra 
resources required for investment will be raised out of 
extra real income at the expense, if we like to put* it so, 
of increased employment or, more paradoxically, of 
diminished leisure. The presumption is that in actual life 
some of the required resources will cosne from reduced 
consumption and some from augmented real income. In 
any event the rate at which real investment takes place 
over the average of good and bad times together will be 
larger than it would otherwise have been. 

To carry the enquiry a little further let us assume that 
the cheap-money policy is firmly maintained, that nothing 
else intervenes and that complications due to investment 
being made in part from motives other than the expecta- 
tion of interest,* may be ignored. We may conveniently 
distinguish three cases. ^.For the first, when the cheap- 
money policy is introduced, the economic system is 
standing in a classical stationary state, the commodity 
rate of interest being equal to the representative man^s 
rate of time preference. In such conditions the new rate 
at which loans can be raised being, ex hypothesis lower 
than that, some net real investment will take place ; 
whereas, had monetary policy not interfered, there would 
have been no net investment or disinvestment. Moreover, 
investment will continue to be undertaken year after year 
until the commodity rate of interest, the money rate and 
the rate of time preference, which there is reason to expect 
will fall as real income grows, ^ all coincide. At this stage 

< For these complications cf. Employment and Equilibrium ^ 1st edition, 
Part II, chap. vi. 

a Ibid. 
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then a new stationary state establishes itself and is there- 
after maintained, with a larger real income — because the 
stqck of equipment is lajger than the original one — and 
with all three rates standing at 2 per cent. 

Let us suppose, secondly, that, when the cheap-money 
policy is introduced, the economic system has not reached 
a stationary state, but the commodity (and money) rate of 
interest exceeds the rate of time preference, so that some 
net investment is being undertaken every year. In these 
conditions the economic system is in process of movement 
towards a future stationary' state with a definable stock 
of capital and rate of interest. The rate of interest initially 
ruling being 4 per cent, let 3 per cent be the rate that would 
rule if the ‘ natural * goal were attained. It is easy to see 
that the introduction of a cheap-money policy decreeing a 
permanent money rate of 2 per cent will speed up the date 
at which thejstock of capital attains the level which it 
would finally attain apart from this policy. If at that 
stage the policy were abandoned, no further investment 
would be made, but the stationary state with a 3 per cent 
rate of interest would establish itself. If, on the other 
hand, the 2 per cent policy is still maintained, what follows 
will be exactly on th’* lines indicated in the preceding 
paragraph. In the end a stationary state with a 2 per 
cent rate of interest and a stock of capital appropriate to 
that will, or, rather, apart from the dislocations which in 
practice will inevitably take place, would be attained. 
The final goal reached is, as in the last case, different from 
what it would have been in the absence of the cheap- 
money policy. 

Thirdly, let the situation be as described in the last 
paragraph, save that the stationary state towards which 
the economic system was tending when the cheap-money 
policy was introduced was one embodying a rate of interest 
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less than 2 per cent, say i per cent. It is then plain that 
the enforced introduction of a 2^ per 9ent money rate will 
speed up the expansion of the ^tock of capital and the 
scale of real income, until they reach the levels ^at which 
the rate of interest would have become 2 per cent in the 
normal course of events. After that the further forward 
movement to the final i per cent stationary state takes 
place exactly as it would have done had there been no 
interference. The goal is reached earlier but it is not 
different from what it would otherwise have been. 

All this, however, is aside from our main interest, 
which has to do with money income. We must now return 
to that. While the public authorities are engaged in 
holding the money rate of interest below what it would 
normally be, otherwise than by forcibly cutting down the 
demand for investment, they are bound continually to 
create or to secure the creation of, new m,oney, in order 
to fill the gap between the resources for investment de- 
manded and those suppled, which at the etifofced low 
rate of interest would otherwise manifest itself. Provided 
that consumption is rationed and prices controlled, a good 
deal of the new money may presently be moved into 
savings deposits, so that the income velocity of money is 
reduced and money income does not expand much. Apart 
from controls, however, it must expand and must, more- 
over, continue to do so so long as the money rate of interest 
which the public authorities have decided to maintain 
stands below the rate which would have established itself 
apart from their intervention. In view of the serious 
social disadvantages which the large and rapid rise in 
general prices consequential upon that would entail, the 
public authorities will be exceedingly anxious to prevent 
such a rise. Hence the strenuous pursuit of a cheap- 
money policy will tempt them to maintain these restrictions 
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much longer than would'otherwise be necessary ; maybe 
even permanently.^ Since, however, it is not feasible in 
pjjactJce for controls t<^ be applied to all parts of the 
economic field, it may well happen that where they are no^ 
operating the pressure of money demand forces up prices 
to fantastic heights. This indirectly impels an undue 
proportion of our productive resources to seek those 
favoured fields, thus creating shortages elsewhere. The 
damage brougt/t about in these ways when attempts are 
made to escape from a continuing inflation of money 
income by the erection of controls may be very serious. 
Scylla and Charybdis have each their menace. If a 
strenuous cheap-money policy is maintained, to escape 
from both is impossible. 



NOTES 


Note to Part I, Chapter V 


Some light on the subject-matter of Part I, Chapter V can be thrown 
by the use of a simple diagram. We suppose that ^thgj^tioned article 
is being produced in a perfect market operating under conditions of 
competition. Draw SS' to represent the supply'scKecTnte, the sur- 
rounding conditions and the period of time inv olved b efng such that 
this curve cannot be inclined negatively. Draw E)Di to represent the 
demand curve of the market in the absence of rationing and DHDa to 
represent it when maximum rations are fixed. It is'then* obvt^jilg.lhat 
in respect of prices so high that nothing is con^Tntied Ihr two curves 
coincideT - * _ * 

As pric fg fall riirnannww^^Mpnit^i^nn D D^. »whi ch always lies 


"tlT ill I T7D|| ]ir f urther and fur;ther a^y Troml t becaujb the ration 
l imit becomes effective f or more an d mor e people. When the price 

falls so low that everybody 
purchases the whole of his 
permitted: Tation the curve 
becomes a vertical line, say 
HDa, indicating that no more 
can be" plircniased however 
low the price falls. Let DD, 
intersect SS' in Pi and DD* 
in P^j^nd througli..Pa..draw 
a hor izon tal line RP^Q cut- 
ting DO i n R and DDi in 
Q. Theii, if rationing is im- 
posed buTnottiaximum price 
is fixed, £HuaTconsumption 
is measured by OM, the maximum consumption ^ the 

nooning scheme being OD, and 'the Tohsumptionthat would have 
takenplace hadTHere bCCirna radonitig being OIC " Given the prfee" 
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PaM, MDa measures the quantity of permitted ^.ration that the market 
has not wanted to buy at that ^rice; and MN the amount which at 

that price it would havo wished* but is not allo wed, to buy . Obviously 

th I. lower SS' lies — since it cannot l5eTnciined negatively — the larger 
are OM, Ok and ON. 

If on top of a rationing system, und er w hich the demand curve is 
represented by DHDa, a maximum price is fixed equal to PaM, no 
effect at all is produced. If one greater than PaM is fixed the actual 
price will be b^low it, so that again, on the assumption of a perfect 
market, no effect is produced. But if ontf~less tl^n PaM is fixed 
(unless PjM and the maximum price areTioth less than fifDiy equi- 
librium will be ruptured, so that the qua nti ty ~bf commodity offered 
for sale is less than the quantity that people wish and are permitted 
by the rationing scheme to buy.^ If th^'maximinn price is also a 
minimum price and if it is fixed at more than PaM some of the com- 
modity available for sale will be left unsold on the producer*s hands. 

II 

^OTE TO Part II, Chapter VI, Page ioi 

^ Jhe statement at the end of the first paragraph on page loi can 
be prov^ follows. Write x for tl^e stock of labour at work, and, 
the stock of capital at work being taken as fixed, m F(;r) for output, 
when m is a constant. Wfife (defined as positive) for the elasticity 
of demand for the output oFtfie fepresentative firm of the representative 
industry. (For the significance of this, see Employment and Equi- 
librium, ist edition. Part il, chapter i, § 6.) Then the proportion of 
aggregate output (income) accruing to wage-earners may be written 

»» (i - x¥'{x) 

m F(;r) 

This is obviously the same for all values of m. 

III 

Note to Part II, Chapter VI, Page 103 

With the same notation as in Note II write also w for the money 
'Tatr of wages, and p for money price. Then for equilibrium 
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But ^ is the real rate of wages and F'(;c) is the marginal product of 
X units of labour. Therefore, for any value of ;r, 


/ I \ Real wage rate 

Marginal product of labour’ * 

and, as indicated^in the preceding Note, 


FW 


= the proportionate share of output accruing to 

wage-earners. 


Both of these expressions are’ obviously smaller the larger is 
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